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Preface to the First Edition 


F UNDAMENTALS OF ECONOMICS is intended for use in introductory 
college courses in economic principles. It aims to explain tlie work- 
ings of our economic system in simple, straightforward fashion. My 
chief concern has been to present the subject clearly and interest- 
ingly. To this end I have introduced a good many illustrations from 
actual business practice, with the thought that economics should be 
taught with an abundance of concrete examples and that genuine 
illustrations from the world of business are more ejffective than 
hypothetical cases in gaining the interest and enthusiasm of the 
student. It is my feeling that, in a book dealing with elementaiy 
economics, there is much to be said for emphasizing the fact that 
economics is, after all, simply an accurate description of principles 
that are utilized eveiy day by enterprisers, landowners, wage earn- 
ers, and capitalists. 

The material here presented was written for use in a course in 
economic principles required of all students in the Wharton School 
of the University of Pennsylvania. It has gone through two mimeo- 
graphed editions, and has benefited by friendly criticisms and sug- 
gestions from a group of experienced teachers, whose familiarity 
with the leading textbooks on economics has made their comments 
particularly valuable. My thanks are due my colleagues, Messrs. 
Ralph H. Blodgett, Raymond T. Bowman, E. Douglas Burdick, H. 
LaRue Frain, Leland J. Gordon, J. Weldon Hoot, C. Louis Knight, 
Maynard C. Krueger, William N. Loucks, and Ralph A, Young, for 
counsel given over a considerable stretch of time. 

All of these associates of mine have been most generous in offer- 
ing encouragement and constructive criticism. I may mention spe- 
cifically that Messrs. Blodgett, Bowman, Knight, and Loucks ex- 
amined many of the chapters with painstaking care before they were 
used by the students in mimeographed form. For this assistance 
I must express sincere appreciation. But I owe a special debt of 
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gratitude to Mr. Bowman, upon whose time this book has made, 
I fear, quite unjustifiable inroads. Fortunately for nic^, Mr. Bow- 
man s keen interest in economic theory and its presentation to col- 
lege students rendered him seemingly oblivious to encroaclimeiits 

of this kind. 

My wife, Jane Brown Gemmill, assisted in the revision of the 
manuscript, and is responsible for important changes in the inate- 
rial. Mrs. Margaret Gilfillan and Mrs. Helen S. White t}'p(*d and 
stenciled the manuscript several times, and aided, also, in the Inir- 
densome task of proofreading. For all of this help, so clieerfiilly 
given, I am most grateful. 

Philadelphia, August, 19S0, 


P. F. G. 


Preface to the Fifth Edition 


Economic changes that have taken place in the past dozen and 

a half years have made it necessary to bring out four revisions of 
Fundamentals of Economics since its publication in 1930. The 
’willingness of the publishers to reset the entire book in each edition 
made possible not only a thorough revision of the original material, 
but also such expansion or contraction as seemed called for in the 
light of its use in so many colleges and universities. 

The general plan of the book has remained substantially the same 
since the publication of the first edition, but there has been exten- 
sive rearrangement of the material within individual chapters, to- 
gether with much rewriting and some changes in emphasis. This 
latest edition, for example, reflects the rather general concern that 
has been felt over the behavior of prices in the war and post-war 
period, and sets forth briefly the basis of the hope— expressed by 
some very able economists— that it might be possible to avoid future 
depressions by adopting the Keynesian plan for full employment. 

For assistance in preparing this new edition, I am deeply in- 
debted to former and present colleagues at the University of Penn- 
sylvania, and to the many teachers of economics who have gener- 
ously given me the benefit of their experience with the first four 
editions of the book. For their friendly criticisms and suggestions 
I am most grateful. 

Paul F. Gemmux 

Philadelphia, January, 1949, 


7 . Human Wants and Scarcity 


Ad aking i 


a living is, for most persons, a very serious matter, which 
occupies most of their waking hours. Only a few are free to spend 
their time in the pursuit of pleasure; for the many, the law of life is 
daily work. Sometimes this work is agreeable and highly remunera- 
tive; often it is burdensome and poorly paid. But whatever the nature 
of the task, and however great or small the material reward, modem 
man continues, literally or figuratively as the case may be, to fulfill 
his destiny as expressed in the words, ‘In the sweat of thy face shalt 
thou eat bread.” 

The starting point of economic life is the existence of human wants. 
Some of the things that man wants are so essential that he cannot live 
without them, while others, though they contribute to his well-being 
and comfort, could be dispensed with without great hardship. But aU 
of man’s wants, whether great or small, must be satisfied— if they are 
to be satisfied at all-out of a limited quantity of commodities andT 
seiwices. It is important, as we enter upon the study of economics, to 
see clearly the exact nature of the difficulty that man faces as he goes 
about his daily task of making a living. Hence, this introductory 
chapter is given over to showing, in some detail, that the word “eco- 
nomics” implies conflict; that, indeed, it has no significance apait 
from this implication; and that economic conflict arises out of two 
conditions which are found in every economic society— the multipli- 
cation of human wants, on the one hand, and the limitation of goods 
for satisfying those wants, on the other. 

The Multiplication of Human Wants 


Early Economic Activity. In those sparsely populated parts of 
the world which are free from killing frosts and which, because of 
favorable climatic conditions, produce vegetation throughout the 
year, man is able to secure the bare necessities of life with small 
expenditure of effort. The food he requires is his for the taking, in 
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large part, since it is provided free by nature; and so slight are his 
requirements in the way of clothing and shelter— again because of 
climatic conditions— that they can scarcely be said to constitute an 
economic problem. 

But in regions somewhat distant from the equator, man is com- 
monly under the necessity— and sometimes a painful one— of stirring 
about and making a living for himself and those dependent upon him 
for support. For the seasonal changes of the temperate zone make it 
imperative that he consider the future. Since the frosts of winter put a 
stop, at least temporarily, to the productivity of much of the plant life 
upon which man depends for sustenance, he must lay by grains, nuts, 
and other foods to supply his wants during the cold, barren months 
of the year when berries and other fresh fraits cannot be had. Or, If 
he neglects thus to provide against hunger, he is driven to the neces- 
sity of hunting or fishing in order to stave off starvation. In either case, 
he is less carefree than the native of the tropics. He finds himself in 
an environment in which his wants are not cared for gratuitously by 
nature. In a word, he finds it necessaiy to engage in economic 
activity. 

This activity is not confined to a search for food. Our homo sapiens 
of the temperate climates discovers that, though the weather is pleas- 
antly warm during part of the year, there are times when it is pain- 
fully cold. Clothing and shelter, which are of little importance in the 
tropics unless for adornment and display, constitute here a genuine 
need. The need is met by further economic activity, for, though it is 
bad enough to have to fashion skins into clothing for the sake of 
warmth or build a hut to shut out the cold and snow, it Is after all not 
so bad as freezing to death. 

Migration and the Increase of Wants. We shall not attempt to 
trace the development of human wants from a primitive stage of 
existence to the present day and age. We have aimed merely to show 
how wants may increase under the lash of necessity. If man had suc- 
ceeded in restricting population to suitable numbers, and had been 
content to remain in those "cradles of civilization ’ of which liistoiians 
write, he might have avoided many problems that have faced him in 
his struggle to make a living. For he could thus have escaped the hard- 
ships of those regions in which nature is less generous-in which she 
not only yields fewer units of product per unit of labor expended, but 
at the same time imposes harsh climatic conditions which multiply 
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the number of commodities and sei-vices that man must have if he is 
to enjoy a reasonable degree of safety and comfort. 

The Expansibility , of Human Wants. However, it appears 
probable that, in any event, an increase in economic activity would 
have come as the years passed by, owing to the fact that human 
reproduction and human wants seem to be capable of indefinite 
expansion. Generation by generation, century by century, man has 
not only increased in numbers but has been insistent in his demand 
for more things, for new things, for what have seemed to him to be 
better things. Passing abruptly from prehistoric to modern times, we 
may note in fairly recent developments in the United States some 
evidences of the expansibility of human wants. 

We expect, of course, to find among human beings in general a 
desire for such fundamental goods as food, clothing, and shelter. But 
once these goods— which, in most cases, are essential to survival- 
have been secured, there arises promptly a desire for other things; 
and so strong is this desire that the hope of gratifying it leads man to 
engage in irksome activities which have as their goal the fulfillment 
of wants. As for food, clothing, and shelter, man is no longer content 
merely to satisfy hunger and protect himself against the elements. 
Adam Smith, the most noted of early English economists, wrote, more 
than a hundred and fifty years ago: "The desire for food is limited in 
every man by the narrow capacity of the human stomach; but the 
desire of the conveniences and ornaments of building, dress, equi- 
page, and household furniture, seems to have no certain boundary."’ 

There can be no question of the accuracy of the latter part of this 
quotation, but Adam Smith s observation about food is correct only 
as it relates to qmntity and not to quality. It is doubtless true tliat the 
capacity of the human stomach is limited, but for all except those in 
abject poverty eating is more than a process of consuming all the food 
one can hold. There are cheap eating places, to be sure, at which one 
may gorge oneself for a quarter, but such a meal is scarcely compar- 
able to a five-dollar dinner at the Waldorf. Man now insists upon 
variety in food, and to obtain that variety he draws upon distant lands 
for foods that are not grovsni in his own neighborhood. Thus the 
average American consumes coffee from Brazil, tea from Ceylon, and 
sugar from Cuba; while those in the high-income groups eat caviar 
from Russia and other delicacies that are absent from the menus of 
the masses. Moreover, the desired foods must be available in season 
and out of season. Our fathers and our fathers’ fathers found it pos- 
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sible to get along with canned and. dried fruits and vegetables ditring 
the winter months. But wants along these lines lia\'e expandcxl, and 
past makeshifts no longer satisfy. We have witnessed, during the past 
few decades, a ti'emendoiis increase in the demand lor groceries 
throughout the year, with the result that lettuce, cehay, string Ixvms, 
tomatoes, and other fresh vegetables are imported fiinn warm areas, 
produced under glass near at hand, or kept in suhstantially ‘"fresif’ 
state by the process of quick-freezing. 

There is no need to speak at length of the increase in wants so far as 
clothing is concerned. Whether we are actually bc^tter dressc'd tliati 
our forefathers is an open question, both sides of which have tiu^lr 
defenders. In general, the veiy wealth)’ hav(^ alwaws sp(‘nt lu\ ishly 
for clothing, but there can be little doubt that the average ‘ pe rson s 
interest in dress has increased in recent times; that is, his wants in tlu? 
way of clothing have been expanding. He is, to borrow a phras<‘ from 
the jargon of the advertising man, becoming "clotlHcs-conscioiis,'' Tlie 
almost total abandonment of cotton hosier)^ and tlu^ growing popu- 
larity of fur coats are indications of the trend of the times. 

The expansibility of human wants is exident, moreo\x‘r, In tlie 
development of more elaborate shelter. American homes of long ago 
may have been regarded as comfortable, and were often larger than 
those of today, but they lacked many of the conveniences that are now 
thought of as indispensable. Modern plumbing, electric lighting, and 
central heating are now taken as a matter of course, tliough they were 
almost unknown a half-century ago. The success of air conditioning 
in theaters and railway ti’ains, and the enthusiastic ptiblic approval o'l 
this recent development, point to the probability tliat many Ameri- 
cans will soon have their homes equipped with air-corKlitioning 
plants, so that they may enjoy in summer the artificially regulated 
temperature which is now provided in winter by automatically con- 
trolled central heating. 

What we have said above indicates that luxuries speedily become 
necessities. Once an article possessed by a few has demonstrated its 
usefulness, the desire for it spx*eads like wildfire, and steps are 
promptly taken, through an increase in economic activity, to make it 
available for a larger number of people. 

Imitation and the Expansion of Wants. In the automobile and 
radio we have excellent illustrations of the multiplication of human 
wants. In 1900, the automobile was virtually unknown; today jniliions 
of motor vehicles crowd our streets and roads~so many millions that 
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they have created a genuine problem in the handling of trafBc. In a 
single generation, the desire for swift, cheap, convenient transporta- 
tion has found expression, and to a great extent has also found fulfill- 
ment. To satisfy this want required the constx'uction of a vast array of 
factories of various kinds which, in 1940 ( before being converted to 
wartime production), turned out a product valued at more than four 
and a quarter billion dollars, and will doubtless greatly exceed that 
output under normal post-war conditions. The automobile, it should 
be noted, could not be used with satisfaction until attention was 
given to the improvement of highways, for the roads that served well 
enough for horse-drawn carriages and wagons were far too rough for 
comfortable travel by automobile and wore out speedily under the 
heavy traffic of motor trucks. Hence, the gratification of one want 
gave rise to another. This new want, in turn, was met successfully 
through extensive programs of road building. We have now reached 
the point where every improvement in the roads leads to a new 
demand for automobiles, and every increase in the sale of motor 
vehicles leads to a demand for more or better roads. 

The radio came upon us with even more of a rush than the automo- 
bile. The explanation may lie in the fact that radio receiving sets are 
much less expensive than automobiles, so that the desire for a radio is 
more readily satisfied once it is felt. In any event, it is safe to say that 
in the case of these two articles (and doubtless many others) imita- 
tion has played a large part in the expansion of wants. 

Indeed, the prestige which may conceivably be won through the 
purchase of a given good— say, an automobile— may weigh more 
heavily than its probable usefulness. It would seem that, in a good 
many instances, the acquisition of a car— or, at least, of one in a given 
price class— is not so much a matter of transportation as of demonstrat- 
ing an ability to'heep up with the Joneses.” 

“Conspicuous Consumption.” To purchases of this kind the late 
Thorstein Veblen gave the expressive name, '"conspicuous consump- 
tion.” He sought to emphasize the fact that many of tlie most expen- 
sive commodities and services produced in a wealthy country such as 
the United States are bought by certain individuals chiefly for the 
purpose of impressing others, or “showing off,” and not because they 
are expected to yield a great amount of genuine enjoyment in use. 

It is conceivable, of course, that the Detroit automobile magnate 
who spent three million dollars on a mansion which was never occu- 
pied, the Philadelphia family that owned fifty-one passenger cars. 



^ Philadelphia Record, July IS, IM2. 

^Consumer Expenditures in the United States,. Wasliington, Gov 

eminent Printing Office , 1939 , p . 85 . 
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and the American heiress who bought a million-clollar collection ot 
emeralds ^ were spending in this fashion l)ecaus<" of the gnitificalion 
their purchases yielded. But there is reason to bclie\'o tliat many 
expenditures such as these would never be made if it wc.rc not pos- 
sible for the wealthy to dazzle their friends and acquaintances, and 
the general public as well, by spending on so graiid a scales 

An Analysis of Wants. Perhaps the best way to find out wliat 
people want in the way of consumption goods is to analyze tiu^ ex- 
penditures of typical families. The National Resources Gornrnittee 
has made a study of consumer expenditures in 19o5-36, based upon 
data collected from 300,000 American families hy the Bureau of 
Home Economics.^ Some of the results of this study are presented in 
Table 1. 

Directing our attention to the incomers of $5000 or less, wlu’cli 
include 97.66 per cent of all American inconi(\s for 1935-36. wc^ note 
the large part played by food in the family l)udg<»t. It will lie seen, 
next, that the proportion of the total income that goes for food de- 
clines as the income rises, moving from 44.5 per etait in the lowc^st- 
income group to 25.9 per cent in the $4000-$o00() group. A deelim^ is 
apparent, also, in the case of housing for about one-half of the income 
categories to which we are giving special attention; but from the 
$1500 to the $5000 incomes the percentage is substantially stable. 
Spending for personal care, transportation other than automobile, 
and reading shows a declining percentage as incomes increase. But 
the expenditure for household operation, clothing, automobile, medi- 
cal care, recreation, furnishings, and education increases quite con- 
sistently with advances in family incomes up to $5000; and this trend 
may be interpreted as a tendency on the part of wage eaniers to nuike 
themselves and their quarters more presentable and more comforta- 
ble, and to give increasing attention to health, relaxation, and ad- 
vancement as fast as their incomes pemiit 

Changes in Wants. An inquiiy into the kinds and quantities of 
goods bought by the people of the United States over a period of years 
demonstrates that human wants, as expressed in actual piireliases, 
change from time to time. It is true that the per capita purchasers of 
some staple, low-priced foodstuffs vary but little; the per capita 
consumption of wheat, for example, has changed only slightly over a 


Tabijej 1. Pebcentage of Total Expenditures of American Families and Single Individuals fob 
Main Categories op Consumption, by Income Level, 1935-36“ 
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long .period of years. But the consumption of sugar has increased 
fivefold in a century from 20 pounds a year per capita to more tlian 
100 pounds. The annual consumption of meat, on the contrur\\ dc^- 
clined from 185 pounds per capita to 160 pounds in a twenh’~yc/ar 
period. Edison s invention of the phonograph led to the devc^lopinent 
of a huge business in record-playing machines, hut th(‘ chanand for 
this type of instrument declined with the rise of tlu^ radio, jn,st as the 
bicycle yielded ground to the automobile, the cigar to cigarette, 
and the 'legitimate” stage production to the talking piclnrts How- 
ever, the phonograph has again become popular as tlie n:\sult of 
great improvements in the recoixling and reproduction of modern and 
classical music. 

The Desire for Leisure. Another human want whfcli lias found 
growing expression in recent years is the desire for leisure iu wiiicli 
to do the things one likes to do. Not content to work the twc'Ive 
to sixteen hours a day required of his predec(\ssor of a ecmtnrv' ago, 
the modern wage earner has been demanding an ever shorter work- 
ing day so that he may have some hours available for living as con- 
trasted with making a living. This greater leisure is neitlaa- a 'com- 
modity” nor a "service,” as the economist defines these tenns; but it Is 
an important factor in our economic life, inasmuch as time spent in 
following ones personal bent does not always, by any means, increase 
the quantity of goods available for consumption, though occasionally 
it does. More leisure, of course, may be of greater impoitanee tlian 
more goods; but an acceptance of this idea does not change the fact 
that, in general, the more time people spend in kdsiire the smaller 
will be the volume of commodities and services available for tlieir 
enjoyment. When matters are within his own control, the worker 
may be expected to strike a balance between work and leisure, com- 
paring the enjoyment to be derived from an hour of leisure with the 
enjoyment to be had from consuming tlie product of an hours labor, 
and on this basis deciding whether to devote the time to work or 
play. 

“Wants” and “Needs.” We have seen that imitation and com- 
petition have an important place in the creation of wants. The 
familiar saying, “Our wants are many, our needs but few,” appears to 
have some foundation in fact. Mr. J. A. Hobson, in dealing with types 
of economic consumption, suggests that three factors— environmental, 
industrial, and conventional— are discernible in the building up of 
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desires for commodities and services.^ The environmental factor is 
largely a matter of climate, and afFects, for example, ones interest in 
clothing and shelter in so far as those items are used as a protection 
against the weather. It also affects ones wants in the matter of food, 
as is evidenced by a gi'eater demand for heat-producing foods in cold 
countries than in warm. The industrial factor is responsible for differ- 
ences in the consumption needs of persons engaged in unlike occupa- 
tions. The laborer who engages in hard manual work requires an 
abundance of substantial food, and his daily task indicates the use of 
coarse, durable clothes; the lawyer, on the other hand, needs less food 
and lighter food, and appearance rather than durability guides his 
purchases of clothing. The laborer has less need than the lawyer for 
extensive living quarters; the latter, for example, may require a study 
to which he can retire in peace and quiet whenever, as sometimes 
happens with a lawyer, he brings home a sheaf of legal documents 
over which to burn the midnight oil. 

Mr. Hobson apparently believes that, if the environmental and 
industrial factors alone affected consumption, we should find that 
needs and wants were virtually identical— that the goods that man 
wanted sufficiently to be willing to pay a price for them would be the 
goods he needed to keep himself at the height of efficiency. But the 
conventional factor enters into the situation and drives a wedge be- 
tween needs and wants, for the conventional factor leads the less 
wealthy to imitate the more wealthy in the effort to avoid any sus- 
picion of inferiority, and it causes the several members of a given 
group to enter into competitive consumption— sometimes amounting 
to conspicuous consumption— in order to prove tlieir superiority. 
Consequently, many things are bought that do not add to the eflS- 
ciency of the purchaser. 

If we keep in mind Mr. Hobson s notion that one's needs con- 
sist of those things that contribute to genuine eflBciency, it is not 
difficult to see that human wants, as expressed in one s purchases, are 
often far in excess of human needs. But in the present volume we are 
interested primarily in describing, and not criticizing, economic phe- 
nomena. We have drawn the distinction between needs and wants 
simply to make way for the final observation that as long as imitation 
and competition play a part in determining man's wants, so long will 
there be no limit to the expansibility of human wants. 

A. Hobson, Work and Wealth, London, George Alien ^ Unwin, Ltd., 
'1933,: rev. '.ed.,' chap. TO,. ■ . . 
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The Limitation of Goods 

The multiplication of human wants would have no economic sig- 

nificance if the means of fulfillment were unlimited in qnaniity. 'Pliis 
was approximately the case when mail’s wants were c-xtreinely simple', 
and when, living in the equatorial regions in small numbers, lie was 
able to secure from nature, with little or no exertion, sufficient goods 
to gratify his desires. But as numbers increased and wants expanded, 
it became evident that, unhappily, there was available but a limitc-d 
quantity of the goods required for the satisfaction of human wants. 
Man was thus compelled to adopt an economic e.xistenci;; that is, he 
found it necessary to economize in the use of certain scarce; gooils. 

The Scarcity of Finished Goods. Veiy few of the goods needed 
to satisfy human wants in modern times are pro\ ide<l ready-made by 
nature. Air and sunshine are among the extremely limited number of 
desirable things that man, as a rule, is permitted to enjoy without an 
expenditure of energy. In most cases, the production of useful com- 
modities takes place only when man, using materials and forces pro- 
vided by nature, makes them seiwe his ends by working upon them 
and changing their form. But thus far finished goods have not been 
able to keep pace with human wants. The volume of physical pro- 
duction has advanced steadily, but human wants have marched along 
at double-quick. So long as people are hungry, ragged, and homeless, 
there is no denying that from the group point of view, there is a 
scarcity of finished goods. Looked at from this point of view, it is 
doubtful that there have ever been, in the United States, more wheat, 
more cotton, more shoes, or more automobiles than the people of the 
country have wanted and could have consumed to advantage. When 
farmers complain of an overproduction of wheat and cotton, and 
manufacturers of an overproduction of shoes and automobiles, they 
have in mind, of course, not the needs of the people for these com- 
modities, but the ability of would-be consumers to buy at prices liigh 
enough to cover all costs of production. Only in this latter sense is 
there likely ever to be an oversupply of an economic good. 

The Scarcity of the Factors of Production. The scarcity of fin- 
ished goods is attributable, in turn, to a scarcity of the factors of pro- 
duction. In other chapters, we shall speak of the four factors of pro- 
duction-land, labor, capital, and business enterprise. But it will be 
convenient, for the moment, to simplify our discussion by disregard- 
ing two of the four, and dealing with only the primary factors, land 
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and labor. Since capital (as we shall see later) may be resolved into 
land and labor, and since business enterpiise is merely labor of a 
special type, this temporary simplification of the productive process 
does not involve us in erroneous thinking. Land, it should be added, 
must be thought of as including all natural resources, such as soil 
fertility, mineral deposits, and natural vegetation; and labor, as 
human effort expended for the purpose of acquiring income. 

The Limited Supply of Land. Land and labor are essential to 
the production of finished goods, but these two factors, as we have 
said, are limited in quantity. Moreover, the supply of each factor is 
not of uniform quality, but varies from very good to very poor. Land, 
for example, upon which man depends for materials of all kinds, is 
limited in both area and fertility. Gur farmers till the soil to provide 
society with food. But high-grade agricultoal land is scarce, and, as 
more and more foodstuff is required, land that is less fertile must be 
brought into use; as a consequence, the yield in product, for each 
day’s work, is smaller than before. The miners of coal, iron ore, and 
other minerals likewise experience a decline in productivity as the 
years roll by. Natural vegetation such as forests, and wild animal life 
such as fish and game, which often appear to be inexhaustible when a 
country is first settled, show signs of depletion after a century or two 
of exploitation. 

It seems clear, then, that physical goods, unlike human wants, 
cannot be increased indefinitely; indeed, certain materials such as 
coal and iron ore cannot be increased at all, so far as the total stock is 
concerned. When, as in the case of agricultural products, the ma- 
terials are not definitely and permanently limited in quantity, it is 
often found that an attempt to increase greatly the total amount of 
product brings a progressively smaller yield per unit of productive 
effort, and it is possible that an absolute limit may eventually be 
reached. 

The Limited Supply of Labor. The situation as regards labor is 
somewhat different. We do not have here an absolute fixity of stock 
as in the case of land area. However, at any given time there is avail- 
able a certain quantity of labor, and no more. Labor is like land in 
tliat it consists of various types and grades. Some laborers do better 
work, or more work, than others, just as some acres yield a better 
product, or larger product, than other acres. Unfortunately, the quan- 
tity of extremely productive labor is small, and when recourse is had 
to labor of limited ability, it is frequently found that the additional 
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product obtained is scai’cely enough to take care of ilic luuiiau wants 
of the extra workers who are responsible lor the 

Over a period of time it is possible to hicrease the* quantity ol labor 
by increasing the population. But, thougli the ik‘U' worker's (a!fer a 
period of training) constitute an addition lo the' total cjuantily ol 
labor available for productive purposes, tliey add also, and grc'alJv, 
to the sum total of human wants. It may fairly be c|uesliuiie(l whetiu'r 
in modern times an attempt to overcome labor scarcity through a 
growth in population does not in reality increase.', rather than ilc'- 
crease, the difficulties of the situation. 

Some of the wants of man find satisiaction in personal servici's and 
not in material goods. The physician, the teacher, th<’ actor, and nuu^y 
others who produce no physical commodities arc yet greatly in 
demand because of the desire for the service's tiny rench'r. Here, 
again, the scarcity of labor is apparent, since many who cra\ t' mer lica! 
attention, instruction, and entertainment are forced to go inisati.sfi<‘d 
because of the high cost of these services—a cost which is due to the 
scarcity of labor in these particular fields of economic activity. 

Economic Inequality and Human Wants. In some parts of thc^ 
world economic goods are so scarce and population is so dense that 
many of the needs of the masses have to go unsatisfied. China is such 
a country, Japan is another, and so also, to a lesser degree, is Italy. 
In these countries, the standard of living is low because the popula- 
tion is large as compared with the volume of production, or— as the 
of high birth rates might prefer to put it— because.' the 
volume of production is insulficient to take care of the needs of the 
Stated in either way, the results of sucli a situation arc^ 
equally painful, since they include, for many millions of peopk', a 
lack of adequate food, clothing, and shelter, not to mention such 
things as the educational, recreational, and cultural advantagi's tiuit 
help to make life worth living. 

But even in countries such as the United States, where the volume 
of production per capita is large, the fulfillment of human wants is 
interfered with by the existence of wide differences in incoiiK's. In 
1929, a year of great prosperity in this countr)% the total income of tiie 
United States, if divided on a per capita basis, would have given to 
each family of five an income of $3125. Since the ‘minimum health 
and decency’ requirements of such a family, based on calculations 
of the United States Bureau of Labor Statistics, then cost from $2000 
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was clearly large enough to provide a fairly high standard of living 
for all But the distribution of income was far from equal. The 
average annual income of male wage earners who had full-time em- 
ployment was about $1500, and in some instances this amount repre- 
sented the total income of the family. A survey of family incomes in 
Philadelphia in 1928 indicated that ''50 per cent of the families have 
an income of less than $2000 y early To be sure, the feverish eco- 
nomic activity that accompanied World War II raised greatly the 
money incomes of many American families; but the post-war rise in 
prices (after the removal of price controls that had held them in 
check fairly well during the war) more than canceled the increased 
wages of many workers. At the same time, our experience during 
World War II demonstrated our ability to produce a vastly larger 
volume of economic goods than we ever turned out in pre-war years. 
These and similar facts show that many of the needs of large numbers 
of people go unsatisfied even in this richest of all countries; and they 
show, further, that the cause lies not in the poverty of the country 
but in our system of distribution. 

We cannot stop here to argue the pros and cons of equality of 
distribution, but we must consider a little further the significant r61e 
played by income in determining whether or not human wants are to 
be satisfied. In a highly organized economic society such as ours, 
economic wants are satisfied, if at all, through the purchase of com- 
modities and services. Those who have large money incomes, and 
therefore an abundance of purchasing power, stand a good chance of 
getting their wants satisfied. Those with small money incomes exer- 
cise so slight a control over commodities and services that they must 
manage to get along on little of this world s goods. 

Income, in the form of purchasing power, also directs our produc- 
tive processes, determining which commodities and services shall be 
produced; and great inequalities in income mean that some genuine 
needs of the poor must go unsatisfied while the whims of the wealthy 
are gratified to the point of satiety. He who bids highest for the 
scarce factors of production decides how they shall be used; and so, 
to mention only the factor of labor, carpenters may be set to building 
mansions for the rich while the poor live in slums, seamstresses to 
sewing finery for the rich while the poor go in rags, and bakers to 
making cake for the rich while the poor have no bread. The point that 
purchasing power controls production is well and amusingly made 
by Professor Henry Clay, who observes : 'If a rich man offers $500 for 
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a Pekinese puppy while a poor man is offering $ 195 ior the education 
of his children, the productive resources of society inider cornpt^titive 
conditions will be devoted to getting the rich man liis Pekinese' puppy 
before the education of the poor man’s children will be thouglit oh 
Business Fluctuations and Human Wants. I’lie volume of 
business transacted in a given country \'arics from year to \ca!', and 
in certain industries even from month to month. Hand in hund with 
these business variations, or fluctuations, go fluctuations in incomes. 
Workers who are engaged in seasonal occupations which providi; lull 
employment at certain times of the year and liltk' or none at otiicr 
times, are likely to experience a good many ups and downs in the 
satisfaction of their wants. When they arc working lull tiine oi u\er- 
time, their needs are well provided for, and they may even feel \\'ar- 
ranted in indulging in some small lu.xuries. But wlien the rush season 
is past and they get only an occasional day of work or none at all, 
their command over commodities and services dwindles away until 
they find themselves in dire straits, with little chance of satisfying 
fully even their urgent needs. There is some tendency to criticize such 
workers on the ground that they are improvident, squandering thi'ir 
incomes in busy times and making no provision lor idle seasons. This 
criticism is doubtless justified in some instances, but it is wi'ukcnod 
by the fact, which has been amply demonstratcKl, that the total annual 
earnings of some seasonal workers are not sufficient to enable them to 
buy even the “minimum health and decency" standard (jf living 
which, according to the United States Bureau of Labor Statistics, 
“does not include many comforts which should be included in a 
proper ‘American Standard of Living.’ ’’ 

Another type of business fluctuation, and one which affects vastly 
more people, runs the whole gamut of business activity from depres- 
sion to boom, and sometimes stretches out over a period of eight or 
ten years. In times of business boom, human wants as well as mere 
needs find ready satisfaction, since there is little unemploymcmt and 
both the wages of workers and the profits of business enterprisers arc 
high. But one has only to live through a great depression, sucl i as tln^ 
one following the year 1929, to witness the appalling inability of 
millions to earn for themselves the bare necessities of life in the face 
of a stoppage of business. It is chiefly the members of the low-income 
groups who suffer from business depressions, for— as was shown in 

^ Henry Clay, Economics for the General Reader, New York, The Macmillan 
Company, 1919, p. 385. 
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1932— as many as a third of the total national labor force may be 
wholly unemployed, while many of the others are restricted to part- 
time work. In tlie 'years of the locusts/’ as the terrible years of busi- 
ness depression have been called, many are saved from starvation 
only through relief supplied by the government. Indeed, but few 
members of society go unscathed in so far as standards of living are 
concerned, and those few are the very wealthy whose incomes are 
ordinarily so enormous that, despite the inroads made by a depres- 
sion and by heavy taxation, they still have their thousands, or even 
millions, with which to command all the commodities and services 
they want. 

The Economic Drama 

We now have before us the essential elements of the economic 
drama. There is, on the one hand, man as a consumer of commodities 
and services, seeking to gratify human wants which appear to be 
capable of indefinite expansion. On the other hand is a shortage of 
the material commodities and personal services without which man’s 
wants cannot be satisfied. The scarcity of commodities and services is 
chargeable to a scarcity of the factors necessary for their production. 
The material things that man requires can be had only if he co- 
operates with nature. This cooperation takes the form of economic 
activity, which is irksome but preferable to enduring a state of want 
and privation. And the production of services, likewise, involves eco- 
nomic activity. 

Both land and labor, the primary factors of production, are scarce. 
Even if both are utilized to the utmost, it is still impossible for pi*o- 
duction tO' keep pace with the multiplication of human wants. Hence, 
man is under the necessity of economizing in the use of land and 
labor. If utilized for one purpose, these factors will not be available 
for other uses. Not being able to produce all he would like to have in 
the way of economic goods, man chooses those things which seem 
likely to yield tlie greatest amount of satisfaction. But, discontented, 
he looks about for ways and means of obtaining more goods with the 
limited factors at his command. He turns from herding to agriculture, 
and the result is an increase in foodstuff. He invents a steam engine 
or a cotton gin, and thousands of workers are set free for other tasks. 
But there can be no let-up in his search for improvements, for new 
wants press hard upon him. The struggle is never-ending. The eco- 
nomic drama Is a continuous performance. 
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In the following pages we^shall analyze tliis dmrria, examining the 
cast of characters, the scene In which the action is laid, tlic motives 
by which the actors are influenced, and the rewards that aixi thdrs for 
having learned and played their parts. We shall vi(‘W tla^ action from 
several angles, and in somewhat greater dc^tail than in IIh^ pnjscait 
chapter; but we shall find that the plot is essentially thc'. same, for it is 
the endless conflict between the multiplication of liumaa wants uiic! 
the limitation of goods that are capable of satisfying tliosc wants. 


1. Why is life in the tropics but slightly prod'iictivc? of ecorioitile , ac- 
tivity? 

2. What effects do conditions in the temperate mne ha\'e upon eco- 
nomic life? Be specific. 

3. What, if anything, has migration to do with tlie increase of iinnian 
wants? 

4. “As for food, clothing, and shelter, man is no longer eontc'iit merely 
to satisfy hunger and protect himself against the ehaneiits.'’ Illus- 
trate. 

5. “Imitation has played a large part in the expansioit of u'ants.’* Henv? 

6. What is “conspicuous consumption”? llow’ may it !>e distinguished 
from normal consumption? 

7. What percentage of all incomes in Table 1 was spent for food, for 
clothing, for housing, for automobiles, for medical care? 

8. “As the income of a family inereases, the ptrceritage of tlic total 
family income that is spent for food decreases.” Do tlic figures given 
in the text corroborate this statement? 

9. What changes, as indicated by actual pureljuses, have tala^n place 
in the per capita consumption of \vheat, sugar, meat, phonographs, 
cigars, and talking pictures? 

10. Mr. Hobson believes that three factors play a powerful part in 
affecting economic consumption. List these factors, with an illus- 
tration of each. 

11. Which of these three factors relate to needs^ as cori trusted with mere 
wants? How would Mr. Hobson define “needs”? 

12. When a farmer speaks of an overproduction of wheat or cotton, does 
he mean that everyone has all the cotton clothing and all the bread 
that he can use advantageously? If not this, just what docs he mean? 

16. In what respect does a scarcity of labor differ from a scarcity of 
the factors of production. Why is this true? 

14. What are the primary factors of production? In what sense are they 
“primary”? 

15. High-grade land is limited in quantity. What is the economic sig- 
nificance of this fact? 

16. In what respect does a scarcity of labor differ from a scarcity of 
land? 
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17. If a country has per capita a very large volume of production, are 
we justified in concluding that the needs of the population are being 
provided for adequately? Why or why not? 

18 . Purchasing power is said to control production. What significance, 
if any, has this fact in connection with the satisfaction of human 
wants? 

19 . Describe the effects of a business depression upon the satisfaction of 
human wants. 

20. State the conflict that arises from man’s desire for goods and the 
manner in which goods become available for use. 
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2 . Some Fundamental Economic 
Concepts 


"Jhe study of economics requires a hiowlcdiic of the special sense 
in which economists use certain words wliicli are a part oi our (n ciy- 
day language. In economics, as in other .sciences, the tlinuglil wliieh 
a writer aims to convey through the use of a word may be cjuite dii- 
ferent from that connoted by the word in ordinar)’ usagt'; and so it is 
important to agree upon the meanings of cerlaiu terms when em- 
ployed in an economic sense. Some of these will be discussed in t ic 
present chapter, and others will be left for c.xplanation as they occur 
in the course of specific discussions. 

Economics 

In our introductory chapter we tried to give some iiotirin cif the 
circumstances that impel people to engage in economic ac^tivity. Tim 
brief account of man’s economic struggle provides the* niatenal foi 
foimulating a definition of the term ‘‘economics that may l>e ex- 
pressed in a single sentence. Economics, ihviu w the social srience 
that describes maris charts to satisfy his tcanU Inj utilizing the scarce 
means 'prooided by nature. Except for the wcjrd science, the defini- 
tion presents nothing with which we are not already familiar; hut liiis 
new term is one which must be understood if our approach to the 
study of economics is to be a sound one. 

From die current definitions of science, we may choose that wliieh 
describes a science as a systematized body of knowledge arrived at 
and tested by experiment and repeated observation. Thus we have a 
body of knowledge which we refer to as the science of chemistry, 
another called the science of astronomy, and so ood A science, by this 

1 It may be noted that some persons prefer to think of science a.s a method 
rather than as knowledge itselt However, it seems best, for our present pur- 
poses, to regard the science of economics as a body of knowledge which has, 
of course, been arrived at through scientific procedure. 

■ ■ IS; 
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definition, may include only those things which have been subjected 
to the strictest of tests and have passed the tests satisfactorily. If one 
is a scientist, he lays aside personal prejudice and bias, in sO' far as 
this is humanly possible, and deals only with those things which he is 
confident are true. He aims to examine conditions as they exist, to see 
things as they really are. He accepts as final only those conclusions to 
which he is driven by the weight of evidence, that is, by the weight 
of the known facts. 

Goods 

The broadest term applied by economists to things that are wanted 
by people, because they are expected to satisfy human wants, is 
'‘goods.’"' 

Free Goods and Economic Goods. The word "goods” includes 
all things that are useful. A thing is useful— that is, it possesses the 
quality that economists call "utility”— when it is wanted or desired 
by human beings. To the economist, then, the word "utility” is 
synonymous with "wantedness” and "desiredness.” Furthermore, a 
thing is a good— provided it is wanted— even though its consumption 
may not actually gratify human desires. Little boys have been known 
to desire green apples, which (because they were wanted) possessed 
utility and were therefore a good, despite the fact that their con- 
sumption brought pain instead of the anticipated pleasure. 

There are some goods, such as air, water, and sunshine, over which 
man often has little or no control, or which are available in relatively 
unlimited quantities. Goods of this kind are called "free goods.” 
However, few of the goods in an economic society are free. That is 
to say, while all goods are desired, most goods are also scarce; and 
when the element of scarcity is added to that of utility the term 
"economic good” is applied, provided (as we shall explain presently) 
ownership in the good can be transferred. Whether goods are free 
or economic is usually apparent when we know whether or not they 
command a price. Anything for which we must give something else 
in exchange is of necessity an economic good. And so all goods that 
are bought and sold are economic goods. This includes, of course, 
nearly eveiy thing that is transferred from one person to another in 
our modem society. 

Conditions may change in such a way as to convert free goods into 
economic goods. "When every cottager has a well from which he can 
draw as much water as he needs, with no more labor than is required 
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at his 'neighbors well the water in the W(‘1I lias no mark;! value. 
Biit let a drought set in, so that the shallow wc‘lls a.rc^ exiuuisted, and 
even the deeper wells are threatencKl then the owian’S ot lliosc' w(*1ls 
can exact a charge for eveiy bucket whic*h iiu‘y allow anyone to 
draw for his own use.”“ But, drought or no clrougld, water in a 
densely populated region ceases to be a In^e good tnal f)oconH\s an 
economic good, since great expense is Invoh'ecl in supplying tiie 
people of a large city with an adef|uate supply of pure/ clriiikirig 
water. This expense must be borne by sonicoiua or the wator will 
soon cease to be provided, and consccjiumlly llie uscts of Uir wafi-r 
are required to pay for whatever quantity of this good-^-an ca'onoinic 
good, itwillbenoted-they require. A similar sfatena nt mu) !)e made 
about air. Though air is ordinarily thought of as a fnat gauHl, it is 
often necessary in great office buildings to pro\ ide <‘xpensive ven- 
tilating systems to insure a steady supply of fresli air. and the cost of 
this service must be borne by the tenants in the form of higlua' rents. 
In air-conditioned railways trains, theaters, stort»s, hotcTs, and private 
homes, this good is no longer on the free list Ixit must be accounted 
an economic good. 

The word 'economic” in the term 'economic good” is the k<‘y to 
the situation. If we— society as a whole or indi\ndual mvmhvrs of 
society— have to economize in the use of a ceilain good, thcai it is 
obviously an economic good. 

So long as goods are free, the question of ownership does not arise, 
for ownership has no significance when a gofxl is so abiiiKlant that 
every member of society may have all he wants of it, merely^ for the 
taking. But whenever a good is scarce, as it must be to <|uulify as an 
economic good, ownership becomes a matter of first importance. 
We have pointed out tliat goods may easily be classified as frf*c or 
economic if we know whether they command a price. But goods will 
command a price— that is, they will be economic goods— only if 
ownership in them can be transferred. To buy a tiling oI>\ iously 
means to acquire ownership (or title) in the thing, lienee, the 
term "economic good” implies not only utility and scarcity, but trans- 
ferability as well. 

Since the science of economics relates only to ecouoniic goods, 
we may dismiss in a few sentences those things which fall sliort of 
being economic goods, by reason of being non-transferabie. The skill 

2 Alfred Marshall, Principles of Economics, London, Macmillan & Ok, Ltd., 
1930, 8th ed., p. 428. v 
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of a physician is a case in point Skill of this kind clearly has the 
characteristics of utility (since it is desired) and of scarcity (since 
it does not exist in relatively unlimited quantities). But it cannot be 
transferred— though services flowing out of the skill may be trans- 
ferred— and, as a consequence, it is not an economic good. If skill of 
this kind could be transferred, we should not feel as impoverished 
as we now do by the loss of a great scientist, statesman, artist, or 
business man. His work may live long after his death, but his personal 
skill ceases to exist, since it cannot be transferred to another. In like 
manner, personal ability of all kinds, natural or acquired, is excluded 
from the categoiy of economic goods, because it lacks transferability. 

Human beings, too, fail to qualify as economic goods (in countries 
that forbid human slavery) because they are not transferable. So far 
as utility and scarcity are concerned, they are clearly eligible. And 
if they lived in societies that permitted human slavery, and were 
themselves members of the slave class, they would be classified as 
economic goods— and also as wealth, since they have the characteristic 
of materiality, which, as we shall see, is a necessary attribute of 
wealth. Under slave conditions, then, some human beings have pre- 
cisely the same economic status as horses, cows, and other domesti- 
cated animals. But, in general, they are not economic goods, since 
society does not ordinarily permit human beings to be owned and 
as a consequence they are not transferable. 

SERVICES 

Economic goods are of two main types— wealth” and /'services.” 
The distinction between the two is based upon whether the goods 
in question are material or non-material Economic goods that are 
material, or concrete, in nature are loealth; those that are non- 
material are services. We shall deal first, and briefly, with services. 

Services consist of things that possess utility, scarcity, and trans- 
ferability-but not materiality. When Josef Hofmann gives a concert 
in Carnegie Hall, or Dr. Chevalier Jackson removes a foreign object 
from the human body by means of his famous bronchoscope, an 
economic good is created. Piano concerts and surgical operations 
unquestionably have utility and scarcity, for they are wanted by 
human beings and are limited in quantity. They also have the charac- 
teristic of transferability, for the music of the pianist passes to the 
listener and the healing art of the physician to his patient. Perhaps 
the best evidence that a transfer actuany takes place is the willingness 
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oi the recipients to pay for these economic goods. Iterns of iliis kind 
are not wealth, because they lack the attribute (if niatenahty, but this 
does not mean that they play a minor role In suiisfyinu hurnaii wants. 

Indeed, non-material economic goods, or s<a*vici*s, nia)' at times bt? 
far more important than material economic goo<ls, oi wealth. I he 
doctor who pulls one through a serious illiH'SS, the polictanan who 
prevents a robbeiy or murder, and the lawyer wlw> su\a'\s liis client 
from the gallows are perfomiing services so \'ilal that thca'r signifi- 
cance is hard to measure in terms of dollars and cents. Among the 
producers of non-material economic goods are Imotblaeks, journalists, 
barbers, clergymen, soldiers, bankers, teachers, ebaufienrs, butlars. ^ 
actors, and hundreds of other kinds ol worktTS. I he produc^ts ol llicsstj 
woi'kers (who in numbers run into the millions in the United States) 
are wanted, scarce, and transferable, but they arc^ not material and 
therefore are not wealth. 

WEALTH 

Wealth plays so large a part in economic life that economics has 
often been defined as "the science of wealth.” Though we have 
adopted a broader definition, we shall have much to say about wealth 
in its various forms. 

■ The Material Nature of Wealth. If we could take an Instanta- 
neous photograph of all the material economic goods in the United 
States at a given moment, we should have a picture of the* wauilth of 
the country. This picture would include all oi the farming land witii 
its fertility;’ all of the mineral resources, such as iron ore, coal, and 
petroleum; all of the factories, together with the land they occupy 
and the machines they house; all of the stores, with thcar .stt)cks of 
goods; all of the great transportation lines; and all of tlu* lK:)nK\s and 
personal belongings of the people of the country. These and all otlicT 
material economic goods would have to be in tlie picture. 

There are some who hold that the term "wealth” should include 
non-material as well as material things, and that there should be 
added to the material goods which we have described all of the 
abilities, innate and developed, which are to be found in the people 
of the nation. These abilities, to which we have already refta:red 
briefly, are of great variety. The physical ability of the unskilled 
worker, the manual ability of the trained artisan, the intellectual 
ability of professional men, the home-making ability of the millions 
of housewives, and the artistic ability of creative and interpretative 
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artists are of unquestioned importance in the economic life of the 
country. They constitute an invaluable economic asset. Their utility 
and scarcity are undeniable; but, by definition, they are not wealth, 
since they are neither transferable nor material. To include them in 
wealth would involve many complications and would lead to con- 
fusion. Hence, we limit our concept of wealth to things that have 
utility, scarcity, transferability, and materiality.® 

A Test for Wealth. From what has been said, it is evident that 
we may determine whether a thing is wealth or not, simply by 
answering these four questions: 

1. Does it have utility; which means, is it desired by human 
beings? 

2. Is it scarce; which means, is the quantity so limited that it is 
an economic and not a fx'ee good? 

3. Can ownership in it be transferred from one person to an- 
other? 

4. Is it material (or concrete) in nature? 

The student should have no diflSculty with the concept of wealth 
if he pays strict attention to the definition and to the four test ques- 
tions that have been suggested. It may be helpful to bear in mind 
the fact tliat, in economic parlance, anything that is desired is a 
good; any good that is scarce and transferable is an economic good; 
and any economic good that is material is wealth. 

Is Money ‘‘Wealth”? A common conception of wealth is that it 
consists of money, but it is best not to regard money as wealth in 
most of our economic discussion. Money, as we shall later see in some 
detail, is desired in the main merely because it facilitates the ex- 
change of economic goods for other kinds of economic goods. It is, 
therefore, really just a means of making it possible to trade goods 
more easily than could otherwise be done in our complicated eco- 
nomic relations. Money is almost never desired on its own account; 
and therefore, though it is scarce, transferable, and material, it may 
be said to possess almost no utility except that which it has by virtue 
of its power to facilitate exchange. 

Money, however, is of several kinds, the chief divisions being 
metallic and paper money. The remarks that have been made thus 
far apply particularly to paper money. Metallic money, of course, 

s though we exclude non-material economic goods from our concept of 
wealth, we shall not omit them from consideration. Indeed, services will be 
discussed in our study of “income” in the present chapter. 
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may be desired for the metal itself. For c.xampl<N a <'olcl c:c.in uu;lted 
into bullion would be distinctly useful, since lia re are uuiuy us.'s tor 
sold apart from its aid in exchange. To the eMent to uh.eh money 

is wanted because of its desirability as bullion, it inusl .e eonsulenx 

wealth. But this means that a silver dollar is not a dollar s worth of 
wealth, since there is not in it a dollar's wortli ol silver hulhou. In 
like manner, the Federal Reserve note on vvhieh ar<‘ printed the 
words “five dollars” cannot be accounted Hve dollars worth i ii wealth. 

It is, rather, a claim upon that amount of economic goods, iuciudiug 
both wealth and non-material goods. 

It is best, then, in economic discussion, to regard money not as 
wealth but as a claim upon econontk: aonds, uhieh ineuns that, with 
a certain amount of money in our possession, we are in a position to 
demand and secure the scarce things which wo really want, and 
these things are commodities and serviei's. 

Further “Claims upon Economic Cioods.” Otlier itmiis which 
may be listed as claims upon economic gotxls arc such things as 
stocks and bonds, patent rights, copyrights, an<l "good will. Slocks 
and bonds are usually certificates of owiiership in certain bu.siness 
organizations, through which the holders are enabled to ekiiits a share 
in the earnings of these organizations.' Slocks and bonds coiuiiionly 
represent physical equipment in a business establishment of .some 
kind. When a share of stock or a bond is purchasi'd, the biivm- gives 
up a certain amount of money w-ith which the selU'r of the stock 
or bond is able to buy physical equipment to aid in the operation of 
his business. This physical equipment, and not the stocks or Ixinds, 
is the real wealth. 

Patent rights, copyrights, and good will are intangiblf'S through 
which the holder expects to secure certain privilege's not enjoyed 
by most persons. A copyright or a patent grants tlie holder a mo- 
nopoly privilege which may bring a large return not enjos’C'd by 
others. For example, the patent rights on the Eastman “Kodak make 
it possible for the manufacturer to sell this article without fear of 
competitors producing and selling something precisely like it; and 
in like manner a copyright protects an author’s rights in his literary 
production, or a business man in the exclusive use of a trade name 

* Bonds, strictly spealdng, do not represent ownership, but are contingent 
claims which become effective only in the event tliat the debtor fails to nreet 
certain contractual obligations. The distinction between stocks and bonds will 
be taken up in detail in a later chapter. 
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such as Tcpsi-Cola’ or a slogan such as /‘The hat that makes the 
headlines.” Fortunately, there are usually fairly satisfactory substi- 
tutes available^ which keep the monopoly from being a complete one. 
Good tvill is a s<3rt of prestige which is built up by fair dealing over 
a period of years, and which, once established, is likely to result 
in a coritfnnaiicc of trade. Thus some persons have been dealing at 
the Wanainaker storos for years and, having been satisfied, continue 
as a matter of course to make their purchases there. Were the Wana- 
makci’ inanagement to sell out to another concern, this good will 
wliich lias b(?en built up could, in part at least, be transfen^ed to the 
iK.‘w rnanagcmc^nt and would insure the patronage of some of the 
former Wanarnaker customers. 

It may added that some economists classify as individual, but 
not social, wealth such items as we have referred to in the past few 
paragraphs. A share of Pennsylvania Railroad stock, for example, 
is said to be wealth to the individual, but not to society. If the right 
represented by the share of stock were to be destroyed, society 
would not suffer, but the owner of the share would lose his claim 
upon that quantity of goods to which his holding of stock now 
entitles him. This classification is a useful one for some purposes, 
and serves still further to emphasize the fact that the real wealth 
consists not of the claims themselves but of the economic goods 
which they enable the holders of these claims to obtain. 

AN ANALYSIS OF WEALTH 

In attempting to define wealth, we stated that it consists of a 
stock of material, economic goods. We may now examine in some- 
what greater detail the nature of wealth. Wealth, then, falls into 
three classifications: Land, capital, and consumers" goods. 

Land. Land may be defined as natural resources created without 
the assistance of labor. This includes not only a part of the earth"s 
surface, but rivers and streams of all kinds—though not canals, wliich 
are man-made; mineral deposits, such as coal, iron, and oil; agricul- 
tural attributes, such as fertility; climatic conditions, including rain- 
fall, sunshine, and temperature; natural vegetation, such as forests 
and fruits; and wild animal life, such as fish and game. Land is the 
very basis of man’s livelihood. It is the starting point of all economic 
life. It is, therefore, of the utmost importance that we get a clear 
notion of what the term means in its economic usage. 
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Consumers’ Goods. Man, coming upon the same, takes those 
natural resources and converts them to his own uses. Some of the 
goods which nature has bestowed upon him arc n-ady for consump- 
tion. There is, for example, the frtiit which may he piek(‘d Iro.u u tree 
and consumed immediately. But mo.st of natures l)ouiities au; iu a 
crude state until they have been worked upon by man. Nlan s <u-siro, 
of course, is to transform these natural rcsourc(.;s into consumeis 
goods, for consumers’ goods are produced goals in iht^ possession of 
the persons by whom they will be used in the direct salishmtion of 
wants. They are ready, tlrerefore, to gratify human desires without 
passing through any further productive processes. tree in the virgin 
forest is, from the point of view of the economist, laud. \\ hen that 
tree has been felled, fashioned into a chair, anti clelivcicd to out? who 
needs it, it is no longer land but a consumers’ good. Likewist% a fi.sh 
in the ocean is land, but cooked and .served up ttj a hungiy man it 
too is a consumers’ good. "We might, iu like manner, name thousands 
of articles in daily use which had their origin in laud and which, 
through the process that we call “production,” have been cont-erted 
into consumers’ goods. But whether they an* still in tlu* primitive 
state known as land, or have been graduated to the final stage of 
their existence where, as consumers’ floods, they minister dir<*ctly to 
the needs of human beings, they fall also, by definition, under the 
broader heading of wealth. 

Consumers’ goods, it should be noted, are sometimes ilichled into 
durable and non-durable goods. Durahk ^nods consist ol liouses, 
pianos, books, and other things which may Ijc used o\’er a relatively 
long period of time. Non-durahle goods, on th<* other hand, are such 
things as food, coal, gasoline, and the host of articles which are con- 
sumed in a comparatively short time, sometimes witli a singk; use. 

Capital. In some cases the process of production is long and 
elaborate, and involves the use of “capital.” Capital is produced goods 
intended for further production. Man has discovered that gnnds can 
be produced more economically if, instead of tiying to make the 
consumers’ goods directly from natural resources, or land, he makes 
intermediate goods which economists call capital. In making a chair 
we require certain tools— an axe, a saw, and a hammer. Since these 
three things do not directly gratify human desires, they are not con- 
sumers’ goods but capital; that is, they are produced goods intended 
for further production. And since they are capital, they are also 
wealth. 
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These are extremely simple examples of capital. Our picture of 
wealth would include many pieces of extremely elaborate machinery 
which come under this classification of capital. The steam shovel used 
in excavating, the track used in transporting goods, the countless 
machines in metal-working establishments, the printing press in the 
newspaper plant, the typewriter in the business oflSce— these are but 
a few of the thousands of kinds of capital that might be listed. All, 
it will be noted, are goods made by man from natural resources; 
and all are made not for the sake of the direct gratification of wants, 
but with the idea of being used in further production. On this account 
they are sometimes called 'producers' goods”; and we shall use the 
terms ' capital” and "producers’ goods” interchangeably. 

Fixed and Circulating Capital. Classifications in the field of 
economics are numerous. Capital may be classified in several ways 
with some advantage. It may be divided first of all on the basis of 
its durability, in which case it is called either fixed or circulating 
capital. Fixed capital is that which lasts for a long time, which is 
not consumed in a single process or even a few processes; whereas 
circulating capital consists of those types of capital which are used 
up promptly and therefore play but a brief part in the productive 
process. 

A steamship, for example, is fixed capital, and so is a locomotive 
or a printing press or a typewriter. In all these cases, the capital 
may be worked steadily for a number of years before it is rendered 
useless. But the coal that is consumed in the furnaces of a manu- 
facturing plant, the paper that passes through a printing press and 
becomes a newspaper, and the electrical power that drives much 
of our industrial machinery are all only slightly durable; and such 
items, which are consumed in a single process or in several processes, 
are called ciixulating capital. 

Free and Specialized Capital. Another classification is some- 
times made on the basis of the number of uses to which capital may 
be put. If it has a great many possible uses, it is free capital; but if its 
uses are limited, it is specialized co.’pitSiL One of the best examples 
of free capital is coal. It can be used in any of a thousand industries, 
and is therefore said to move freely throughout our industrial world. 
But a shoe-manufacturing machine or a metal-cutting machine is 
designed for a particular industry. It comes under the heading, there- 
fore, of specialized capital. Coal is equally useful in providing power 
for shoe manufacture or metal working, but the shoemaking machine 
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is useless in the metal-working plant, and a sl(*rhcntling dcivice is 
similarly useless in the shoe faetoiy. Of €onr.s(% urt^ in, any de* 

grees of specialization of capital 

It may be helpful to have before us, in (Hiflint* fomn Jennie of the 
terms that have thus far been cllsciissed In the* present eliapten It 
will be recalled that mans purpose in engaging iu vennomw aef.i\ity 
is. to secure those goods which, in aclditioii to free goods, art^ licedcKi 
for the satisfaction of his wants. Fig- 1 is an outline of ^^goocls" of , 
all kinds. 

Goods: 

L Free Goods. 

IL Economic Goods: 

A. Services 

B. Wealth: 

1. Land. 

2. Capital: 

a. Fixed and circulating. 

b. Free and specialized. 

8. Consumers'* Goods: 

a. Durable, 

^ b. Non-durable. 

Fig. i. An Outline of 

Income 

Wealth is. a stock of material, economic goods, thought of as exist- 
ing at a given moment of time. Income is v<ny closely relulc‘d to 
wealth, inasmuch as it may be described as a ftmc t)f ecouumie goods 
over a period of time. The distinction in the time element entcTing 
into these two concepts should be noted carefully, and it slioukl also 
be obser\''ed that, by definition, services are excluded from wcTilth 
but are included in income. A workingman's wealth, then, could be 
calculated by making an inventory of all his worldly possessions at 
any moment of time. The list would include, of course:, only the 
material goods to which he holds title. His income could be arrived 
at by listing all the economic goods, non-material as well as material, 
that have come into his possession during a given period of time, 
say a week, a month, or a year. Either list might include such concretesi 
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items as a piano, a suit of clothes, a book, or a loaf of bread; but only 
the second list— the list representing income— could include services, 
such as a boat ride, the extraction of a tooth, or a motion-picture 
performance. 

The wealth of the United States includes all of the material, eco- 
nomic goods that belong to the people of this country. The value of 
this wealth, in the year 1940, was estimated at roughly $300,000,- 
000,000. Farm land, mineral resources, factory buildings with their 
equipment, stores with stocks of merchandise, railway and motor 
lines, public works and private homes, and personal eflEects of all 
kinds helped to make up this enormous stock of wealth. 

The Flow of Income. A nation s stock of wealth, then, consists 
of all its material possessions at any one time. Though it includes 
finished goods that are ready to be consumed, it is made up chiefly 
of land, factory buildings, and machinery, which are being used 
continually by labor of many kinds in the production of still more 
finished goods or of more factories and machinery. Thus, flowing 
from this stock of wealth over a period of time, say during the 
course of a year, are large quantities of material and non-material 
goods which minister, directly and indirectly, to our comfort and 
enjoyment, and which the economist calls income. If we accept the 
estimate that this flow of material and non-material economic goods 
was worth $75,000,000,000 in 1940, we have some notion of the 
relationship between the wealth and income of the United States in 
that year.® 

However, not all of the national income is consumed during the 
year. What actually happens in the United States is that something 
like 85 per cent of this income is used up annually, and about 15 per 
cent takes the form of machines and other productive instruments, 
and durable consumers' goods, instead of being consumed imme- 
diately. Thus every year witnesses an increase in the quantity of 
wealth in the United States, and we find that perhaps some $12,000,- 
000,000 worth of material goods was added to our stock of wealth 
during the year 1940. We shall later investigate, in some detail, the 
way in which the wealth of the country is built up through savings 
from income. 

5 Comparable estimates for the boom year of 1929 were: Wealth, $360,000,- 
000,000; income, $90,000,000,000. We have avoided, in this chapter, the use 
of wartime and post-war data on national wealth and income, giving instead 
pre-war figures which may be supposed to be more nearly normal than the 
inflated data of 1941-48. 
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Changes in Wealth and Income. Indivkliial wealth and in- 
come, and national wealth and income, are .soiiu-tiim-s largi! and 
sometimes small, since they reflect as a nih- the derive of prosperity 
which the individual or the nation is enjoying. Prolonged Inisincss 
depressions interfere seriously with the satislaetion of human wants 
because they usually lessen and .soinetiine.s destroy entirely the ijidi- 
vidual or family iticome that makes economic goods o}>t4inahk% But 
individual wealth also varies. Whei» the wheels of industry .slow 
down or stop turning altogether, those to whom slack work or total 
unemployment comes are often compelled to live upon wealth instead 
of income. And if unemployment is very long drawn out, therc^ will 
be in the families affected but little if any n-phuauiient of worn-out 
clothing and house fumi.shings. Iwen wealth of a mort- p(‘rmanent 
nature may be impaired or destroyed. It is notorious that housing 
deteriorates speedily in time of deprctssion-peeling paint and leaking 
roofs are neglected, broken windows and faulty plumbing go un- 
heeded; to cite a striking illustration from the year 19B;3~a year of 
tragically widespread unemployment— thousands of tenants have 
been known to tear out the inside woodwork (jf tlieir lionu's and 
burn it in the absence of other fuel. Factors' buildings and other 
kinds of industrial equipment also go to rack and ruin when busi- 
ness comes to a standstill, for it is often impossible for the enter- 
prisers to borrow the funds needed for repairs, and in any ca.se it 
seems to some people like sending good money after bad to invest 
further in a business that gives no promise of paying dividtJiids for 
many years to come, if indeed at all. (iovernint'nts, too, in the face 
of reduced revenues, sometimes allow roads, buildings, and other 
government property to fall into decay, and thus d(!crt‘ase the total 
wealth of a country. 

However, a decrease in wealth is sometimes less extensive than 
it seems to be, as may be seen by comparing estimates of wealth in 
this country in 1929 (a year of great prosperity) and 19.14 (one of 
the worst years of the greatest of depressions). Tht? total wealth of 
the United States was estimated, in 1934, at $180,0(K),0(K),(M)0, and a 
comparison with the estimated $360, 000, 000, 000 of wealth in 1929 
might seem to indicate that 50 per cent of the country’s w’calth had 
disappeared during this five-year period. But figures are .sometimes 
deceptive; a large part of this apparent loss was merely a decline in 
the value of wealth and not a loss of wealth itself. For reasons which 
we shall later study at some length, the prices of nearly all kinds of 
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goods decline during business depressions. Much real estate, for 
example, lost fully half of its value in the course of a year or two 
during the period we are considering. This drop in value was un- 
questionably a serious matter to the individual who owned a piece 
of property and wanted to dispose of it, for it probably meant selling 
for much less than the property had cost. But to society as a whole 
a loss of this kind has little significance. If the property was in as 
good condition in 1934 as in 1929, its usefulness to society was just as 
great, despite the fact that its value had been halved. A dwelling 
that has not deteriorated physically provides quite as much shelter 
when its value is $10,000 as when it would have brought $20,000 on 
the market. An acre of land that produced forty bushels of wheat 
fed just as many mouths in the depression year of 1934 as in the 
boom year of 1929, even though its value declined from $50 to $25. 
And if an owner of property was forced to sell at deflated prices, 
then what was "'hard luck” for him was "good luck” for the buyer, 
and, from the point of view of society as a whole, the gain of one 
canceled the loss of the other. Consequently, while we must count 
as a loss in both individual and social wealth whatever reduction 
depression brings in the quantity and quality of the country’s stock 
of material goods, we may console ourselves somewhat with the 
knowledge that, when expressed in terms of value, the loss appears 
to be much larger than it really is. 

In like manner, a reduction in national income from $90,000,000,- 
000 in 1929 to $45,000,000,000 in 1934 did not mean that the people 
of the United States had only half as much income in the way of 
economic goods—commodities and services—in the latter year as in 
the former. For the reduced money income of 1934 would have 
bought considerably more than half as much economic goods as the 
larger money income of 1929, for the reason that there was a decline 
in general prices during these years. Of this sort of thing we shall 
have much to say in later chapters, but we may add at this point, by 
way of comparison, that the national income of the United States 
in 1934, when translated into commodities and semces, was ap- 
proximately 70 per cent as great as that of 1929. 

It is equally true, of course, that the seemingly enormous increase 
in both national income and national wealth, which took place be- 
tween 1934 and the artificially stimulated war year of 1944 (and 
continued for several years after the close of the war) was not so 
huge an increase in prosperity as ike figures might suggest at first 


32 FUNDAMENTALS OF ECONOMICS 

sight, for the reason that prices rose greatly during this period and 
also because the goods represented by these figures were, to a large 
extent, instruments of destruction instead of goods calculated to 
satisfy normal human needs. 

Money Income, Real Income, Psychic Income. The term 
“income” requires a little further analysis. Economists commonly 
speak of three kinds of income. These are money income, real income, 
and psychic income. Money income is readily understood. In this 
country it consists of the dollars that a person receives over a period 
of time. Real income is not money, but the commodities and services 
which one is able to buy with his money income. Hie distinction 
between money income and real income is quite important, since 
there is much confusion in the mind of the average person on this 
subject A large money income does not necessarily mean the ability 
to buy much economic goods, for if prices are high a money income, 
even though large, will purchase relatively few things. Nor does a 
reduction in money income necessarily mean a corresponding reduc- 
tion in real income, as we noted in the preceding paragraph. If, then, 
we are speaking of a person’s income and wish to refer to the standard 
of living he is able to maintain with that income, what we have in 
mind is real and not money income. This is but another illustration 
of the fact that money in itself is of little use, and attains significance 
only as it procures for us the things we want. 

The third type of income, psychic income, has relatively slight 
importance for the student of economics. It is not suspectible of 
scientific treatment. Psychic income means the actual enjoyment or 
gratification which comes to a person through the consumption of 
commodities and services. The pleasing taste of food on the palate 
and the sense of elevation which comes through hearing fine music 
are examples of psychic income. Inasmuch as the amount of enjoy- 
ment contributed by economic goods differs with the make-up and 
temperament of the individual consumers, there is no way of measur- 
ing psychic income; and it is mentioned only to make clear the fact 
that^the satisfaction of human wants by means of commodities and 
services is, after all, the goal of all productive processes. 

Individual Gross and Net Income. One further classification of 
mcome may be made. When a business man mentions his total re- 
ceipts for a given period, say a year, he is referring to gross income. 
But when he deducts from this amount aU of the expenses incuiTed 
m connection with the conduct of his business, what is left consti- 
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tutes net incmne. For many purposes this deduction is essential. If, 
for examp e, a small shopkeeper wishes to ascertain how well he is 
faring by reason of being a business enterpriser, he must subtract 
from his gross incoine not only aU money he has expended, but also 
a pcyment for any land, labor, and capital of his own that he has 
used in the enteiprise; only then will he know how great a net in- 
come he is reaping from the operation of his business. 


A goo^^ is anything that is desired by human beings. 

Free goods are goods that are so plentiful that they do not com- 

mandaprice. 

Economic goods are goods that exist in such limited quantities 

that they command a price. 

Land is natural resources created without the assistance of labor. 
Capital (or producers’ goods) is produced goods intended for 
further production. 

Consumers’ goods are produced goods in the possession of the 
persons by whom they will be used in the direct satisfaction of 

wants. 

Wealth is a stock of material, economic goods. 

Income is a flow of economic goods over a period of time. 


1. Define “goods,” “free goods,” “economic goods,” “wealth,” “income,” 

land, capital, consumers' goods." 

2. When, in an economic sense, does a thing possess each of the fol- 

lowing characteristics? 

a. Utility. 

b. Scarcity. 

c. Transferability. 

d. Materiality. 

S. Give several examples of '"free goods." 

4. How is an increase in population likely to affect the “free goods” 

of a commimlty? Illustrate. 

5. Distinguish carefully between “material” and “non-material” eco- 
nomic goods. 

6 . Distinguish between “wealth” and “services.” 

T. By what test may one determine whether or not an economic £ood 
is “wealth”? 

8. ^e human beings “wealth”? Explain. 

9. “The true wealth of a nation is the abilities of its people.” Comment. 

10. To what extent is money “wealth”? On what ground do we exclude 

it from this category? 
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IL Wliat is “good will”? Why is it not regarded as “wealth”? 

12. Distinguish between “individual wealth” and “social wealth.” 

13. Into what three classifications may “wealth” be divided? 

14. How does the economist’s use of the term “land” differ from the 
everyday use of this word? 

15. In what manner is “land” converted into “consumers' goods”? 

16. Name at least five articles that may properly be classified as “capi- 
tal,” and explain why they may be so classified. 

17. What attribute of capital is under consideration when the terms 
“fixed capital” and “circulating capital” are used? 

18. What characteristics of capital is emphasized in the use of the terms 
“free capital” and “specialized capital”? 

19. Illustrate the fact that the ownership of specialized capital may in- 
volve greater risk of loss than the ownership of free capital 

20. Study carefully the outline of “goods” given in Fig. 1. 

21. Distinguish between “wealth” and “income.” 

22. What was the value of the wealth of the United States in 1929 and 
1934, respectively? The value of the income of the United States in 
those years? 

23. What is the percentage of the yearly “non-consumed income” of the 
United States? What happens to this income? 

24. How do you account for the fact that there was a decline in the 
wealth of the country between 1929 and 1934? 

25. Distinguish between a loss of wealth and a loss in the value of 

wealth. Which of the two affects more seriously the prosperity of 
a country? . 

26. Define money income, real income, and “psychic income.” 

27. Distinguish between the money income and the real income of the 
United States for the years 1929 and 1934, respectively. 

28. What are “gross income” and “net income”? 
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3. Basic Characteristics of 
Capitalism 


jLi.n institution^ according to Webster ^ is ^'anything forming a char- 
acteristic and persistent feature in social or national life or habits.'' 
An examination of the economic life of a highly industrialized coun- 
try, such as the United States, reveals the existence of a number of 
institutions which may be regarded as fundamental to the opera- 
tion of die capitalistic system. In some cases they are the incentives 
that induce men to engage in arduous tasks; and, again, they are 
certain rules or principles according to which the economic game 
is played. We shall describe briefly several institutions which ap- 
pear to be basic characteristics of capitalism. 

Self-Intebest 

The Meaning of Self-Interest. The principle of self-interest has 
a prominent place in every society. Self-interest is a higher regard 
for one's own welfare than for the welfare of others. It means, in 
short, ^Weiy man for himself and the devil take the hindmost." The 
Biblical injunction to do things honor preferring one another" 
is not very generally heeded in actual practice. In war, in politics, in 
religion, in law, in ‘liigh society," in teaching— indeed, in ahnost every 
field of human activity— are evidences of the desire to get ahead 
even at the expense of others. The self-denying person is the excep- 
tion rather than the rule. 

Self-Interest in Economic Life. It is in the arena of economic 
struggle that the principle of self-interest finds widest expression. 
Adam Smith emphasized, as a strong motive to economic activity, 
“the natural effort of eveiy individual to better his own condition”; 
and it is easy to find examples of self-interest manifesting itself in 
the exercise of the acquisitive instinct, which is the urge to get for 
oneself those economic goods that seem likely to contribute to ones 
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enjoyment. Since economic life concerns itself wholly with things 
that are scarce— that is, with commodities and services that are de- 
sired bv many but are not sufficiently plentiful to constitute free 
goods— it often happens that, in seeking ones economic self-interest, 
one deprives another of goods which that person is anxious to secure. 

The principle of self-interest is in thoroughly good repute in the 
economic world, if only those who practice it act in conformity with 
certain established rules and regulations. The acquisition of wealth 
by theft or robbery is outlawed; but it cannot be denied that some 
business men have become rich through charging extortionate prices 
for scarce, necessary goods, and have even themselves (through 
monopoly control) brought about the scarcity by artificial means. 
Workmen likewise have not hesitated to charge as much for their 
services as they have been able to force from their employers; and 
sometimes these high wages have been won through the agency of 
a “closed union,’" which is, again, a form of monopoly control. 

The “Economic Man.” Recognition of the significance of self- 
interest as an economic motive gave rise to the concept of the “eco- 
nomic man,” who might be described as a mythical creature in 
whom the acquisitive instinct has been grossly overdeveloped, and 
the other forces that commonly influence human conduct have shriv- 
eled up and disappeared. The economic man, as he has sometimes 
been pictured, is an individual who in all his actions carefully cal- 
culates the economic consequences of this move or that, trying al- 
ways to add to his possessions. His course of action may be described 
briefly as selling at the highest and buying at the lowest possible 
prices. In making his purchases he aims always to secure the maxi- 
mum of satisfaction; that is, he never spends a dollar for any com- 
modity or service if an equal expenditure for something else would 
bring him greater satisfaction. He does his best, also, to avoid dis- 
satisfaction, If, for example, our economic man is a workman to 
whom either of two jobs is open, he will be expected without ques- 
tion to choose the one that, for each dollar of income, entails the 
least work, since long-continued work is irksome and therefore pro- 
ductive of dissatisfaction. 

Objections to the Concept. Many pages of print have been used 
to prove that the economic man does not exist. The ob|ectors, in 
some cases at least, have seemed to have in mind an economic man 
who not only sought, but actually attained, the maximum of satis- 
faction and the minimum of dissatisfaction in alT of his dealings. 
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Thus defined, the economic man is certainly imaginary, for there 
are so many obstacles in the way of attaining this ideal that one 
may safely say that it is unattainable by mortal man. To make the 
choices necessary to complete success would require infallibility of 
judgment. 

Whether it is better to pay the neighborhood druggist a quarter 
for a tube of shaving cream, or walk a dozen blocks and get it for 
17 cents at a cut-rate store, is perhaps a small matter; but thousands 
of such questions would have to be answered by the economic man 
in the course of a year, and every question would involve the knowl- 
edge of many facts, and a fine balancing of each against the others, 
before a decision could be reached. It is unbelievable that in these 
thousands of judgments the maximum of satisfaction and minimum 
of dissatisfaction would always be realized. How— to indicate but 
one difficulty— could the economic man gain full knowledge of all 
necessaiy details without consulting the advertisements? But how, 
after reading the conflicting advertisements of competing producers, 
could he attain the maximum of satisfaction in the purchase of (say) 
an automobile, a radio set, or a package of cigarettes, unless he pos- 
sessed the wisdom of a Solomon! 

Modifications o£ Economic Self-Interest. We may abandon, 
then, as beyond the bounds of reason, the concept of a person who 
actually attains the maximum of satisfaction and the minimum of dis- 
satisfaction in all his economic dealings. And even if we picture the 
economic man as one who merely seeks Mways to further his eco- 
nomic self-interest, it seems probable that we shall have difficulty in 
locating him. For there are few persons, if any, who value material 
things above all else. Not only do men often fail to achieve economic 
self-interest to the fullest, but they even appear sometimes delib- 
erately to perform uneconomic acts. Thus, people continue to pat- 
ronize the corner grocer though a new chain store sells more 
cheaply; one buys from a friend on terms somewhat less favorable 
than those offered by a stranger; and a prominent industrialist gives 
up a $350,000 job to accept a government post at a dollar a year. < 

Self-interest, then, while probably the strongest incentive to eco- 
nomic activity, is not the only one; nor is it equally strong in aU 
individuals. There is such a thing as working at a job, not primarily 
for the sake of financial return, nor yet because it carries great honor 
or distinction, but because the work in and of itself is interesting or 
appears to be socially worth while. Quite often several motives— 
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selfish, or altruistic, or both-apparently combine to bring about a 
given course of economic action. “One person may compete against 
another for a position because he covets it, not for the sake of money, 
of which he may have as much as he wants, nor for the sake of 
power, for which he may not care, but in order that he may play the 
part which rightly or wrongly he esteems himself fitted to play. . . . 
People choose their work with some feeling of its value in the world, 
and perhaps with a half -heroic intention of making it more valuable, 
but at the same time they look forward to- advancing their material 
interests— which include the interests of families and possibly of 
friends.” ^ 

Of course, there are certainly family relationships into which eco- 
nomic self-interest does not enter, or in which its practice is at least 
greatly softened. A parent may prefer wealth and fame for a child 
rather than for himself or herself. A child may deny himself some- 
thing he greatly desires in order to contribute to the support of a 
needy father or mother. But these evidences of self-sacrifice do not 
ordinarily extend beyond a limited circle. Indeed, a man s desire to 
look after the needs of those near and dear to him may be the very 
incentive for the adoption of grasping methods when dealing with 
those outside his immediate family group. It is not uncommon for a 
■ pian to compete fiercely with those working in the same field, not 
because he desires wealth for himself but because he wants his wife 
and children to be amply provided for. 

Whether the goal is immediate personal self-interest, or a limited 
self-interest that denies one’s own self in matters affecting relatives 
or friends, the effect upon economic society is largely the same. That 
is to say, there is, with some exceptions, a tendency on the part of 
all engaged in economic activity to compete with others in the effort 
to draw, each in his own direction, as large a part of the national 
income as possible. Hence, while denying the existence of a crea- 
ture who, economically speaking, “as a roaring lion, walketh about, 
seeking whom he may devour,” it seems reasonable to believe 
that the bulk of the economic acts that are observable on every hand 
are in fairly strict accord with the-principle of economic self-interest. 

A well-established economic theoiy states that the intelligent mo- 
nopolist does his best to secure the greatest possible total net return. 
So also does the intelligent business man who operates under com- 

1 Sydney Chapman, Outlines of Folitical Economy, London, Longmans, 
Green & Co., Ltd., 1923, p. 150. 
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petitive conditions. To this end he buys his materials, power, and 
labor at the lowest possible prices, and sells the finished goods for 
the most they will bring. If, as often happens, he keeps the 
price low, it is in the hope of selling large quantities and thus realiz- 
ing the maximum net profit. The tendency to buy at low and sell 
at high prices is well-nigh universal. Few are so well-to-do that they 
buy without regard to price; the popularity of bargain sales is evi- 
dence of this fact, And the laborer, artisan,, or manager, in selling 
his services, seeks ordinarily to get as high a wage or salary as can 
be had, as Is proved whenever strikes are called to force wage in- 
creases. In the buying and selling of both commodities and services, 
then, economic motives are readily discernible. 

Self-Interest and Economic Progress. This principle of self- 
interest has played an important part in economic progress. It is 
apparent that one may achieve importance not only by performing 
deeds of valor or creating works of art, but also by accumulating a 
great fortune. Hence, in addition to desiring economic goods for the 
gratification they provide, men have long sought to amass wealth 
so that it might win for them the admiration of their fellow men. 
To acquire the riches that bring prestige, business men labor long 
and diligently, launch forth into new fields of economic activity, 
search for improved methods to make their businesses more produc- 
tive, and in other ways contribute to economic advance. Self-interest 
may also, of course, lead to gross injustice, as in the exploitation of 
the natives of "backward’' areas by the business men of "progres- 
sive” countries, who, in their greed for oil, rubber, and other raw 
materials, have sometimes been brutal in their dealings with native 
labor. 

Private Property 

But the mere acquisition of economic goods does not fully satisfy 
the demands of self-interest. Most persons want to hold fast to the 
goods they acquire, or at least to retain complete control over them 
until such time as these goods may be used up or disposed of in 
other ways. 

Private Property and Its Limitations. Consequently, there has 
grown up, over a long period of years, the institution of private 
property. Frimte property is the exclusive right of a person to con- 
trol an economic good. It guarantees an individual the right to use 
and control such goods as he may acquire, without interference from 
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others, and even to dictate how his possessions shall be distributed 
after death. There are, to be sure, some restrictions upon the uses 
to which one’s goods may be put, but these restrictions, as a rale, 

are not particularly burdensome. 

Usually there are prohibitions against the use of goods in ways 
that would be likely to interfere with the rights of other persons. If, 
for example, a man should choose to destroy his own house by set- 
ting fire to it, this privilege would be denied him by the state if his 
action were likely to endanger the lives or goods of others. More- 
over, it is customary for the state (or other political unit) to exact 
from a property owner, in the form of a tax, some part of his goods 
(or income from the goods) to meet the expenses of government. 

The Protection of Property Rights. However, in an industrial- 
ized and relatively democratic country, there is almost always a 
strong tendency to safeguard carefully the rights of property. Not 
only is an owner authorized to protect his possessions himself, but 
society as a whole, through its police power, undertakes to guarantee 
that he shall not be deprived of his goods by force. And the govern- 
ment itself is forbidden to appropriate private property except by due 
process of law. 

The institution of private property protects those who have against 
possible encroachments of those who have not. Were it not for this 
protection, self-interest, in the field of economic endeavor, would 
probably express itself in a straggle for the things that afford imme- 
diate enjoyment in consumption, for there would be little or no point 
to devoting time and effort to the acquisition of goods that might be 
wrested from one by a stronger individual or by a greedy government. 

Usefulness of the Institution of Private Property. Indeed, 
economic progress was long hampered by the fear that men might not 
be allowed to reap where they had sown. Agriculture, the earliest of 
permanently located industries, did not come into its own until there 
was reasonable assurance that a man’s crops, when they had matured, 
would not be appropriated by others through force of arms. Manu- 
facturing and commerce likewise have lagged behind in times and 
countries that have failed to provide, by means of a strong, well- 
established government, a guaranty that the rights of property would 
be respected. 

The institution of private property, in making this guaranty, en- 
courages the accumulation of surplus goods and thus aids in the 
development of an industrial order, for through goods being saved 
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instead of consumed a stock of capital is built up. This capital takes 
the form of buildings, machines, tools, and other aids to production; 
and, as we shall see in the next chapter, the effectiveness of produc- 
tion is in large measure dependent upon the existence of instrumental 
capital of these kinds. Since capital is essential to efficient production 
but will be accumulated only if the owner is protected in his use and 
control of it, the institution of private property, by providing the 
necessary protection, makes an important contribution to social 
welfare. 

Free Enterprise 

Private property supplies an incentive to economic activity, and 
free enterprise keeps open the road to economic opportunity. Free 
enterprise is the right of a person ''to make what things he likes, and 
as he likes,'" or to enter any trade or profession. This right, if it func- 
tions properly, makes it possible for a person to engage in whatever 
economic activity he may choose, without interference from the state 
or from individuals. Self-interest, then, impels a man to look about 
until he finds a line of work that strikes him as profitable; the institu- 
tion of free enterprise peimits him to enter the field he has selected; 
and the institution of private property insures that he shall be 
allowed to enjoy the fruits of his ability and industry. 

The Begiiinings of Free Enterprise. Prior to the Industrial 
Revolution, a man had little choice in the matter of his occupation. 
Under the manorial system, the vast majority of workers were farm 
laborers who were, in a very real sense, tied to the soil. Being bom on 
a particular manor, they were obligated in various ways to the lord 
of the manor, and were not free to sever this relationship. Their 
obligations were well established by custom, and ordinarily a son 
would fall heir to the status— frequently a very humble status— of 
his father. 

Even had the workers been free to come and go at their own 
pleasure, there were, in those early days of industry, but few distinct 
trades or businesses which a man might enter; and those few were 
guarded jealously by organizations of craftsmen and merchants who 
were then, as now, anxious to avoid undue competition. The intro- 
duction of tlie factoiy system of manufacture weakened the ties 
that had bound the peasant to the land, and the demand for factory 
operatives opened up new occupational possibilities which have 
been broadening ever since. Thus the control of the individuaFs eco- 
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freedom of individual enterprise. 

Government Restrictions upon Free Enteiprise, The trans- 
formation was not a sudden one, but has stretched out over the years. 
Even as recently as the early days of the nineteenth century the rights 
of labor had but scant recognition. There is a recorded case, for 
instance, of American employees who were ordered by the courts to 
work for their employers at a specified wage and were penalized for 
failure to comply with the order. Here, obviously, was a violation 
of free enterprise. 

Today the law does not presume to interfere in such matters, 
though even now there are certain requirements to be met before a 
person is allowed to enter some professions, notably law and medi- 
cine. Plumbers, electricians, and other skilled artisans are likewise 
required, in some states, to pass examinations in order to secure 
licenses pennitting them to ply their trades. Ostensibly these meas- 
ures are adopted to protect the public in the purchase of Important 
services which, in the absence of regulations, might be performed 
badly by poorly trained practitioners. But these are the very grounds 
on which the medieval guilds sought to justify tJieir restrictive 
measures. 

It should be said, in justice to those who champion present-day 
restrictions upon free enterprise, that exclusions are usually made 
on the basis of the failure of candidates to measure up to certam 
established requirements. This means that, while it is deemed unsafe 
to admit into some fields of economic activity any person who cannot 
pass the necessary tests, the door is open to ail who possess the 
requisite ability. This is quite a different matter from forbidding the 
rank and file to leave the economic station in life to which they have 
been assigned through accident of birth. Under the medieval system 
the peasant boy was destined to remain a peasant. In a regime of 
free enterprise, despite the restrictions that have developed, he might 
reach a position of eminence in the business world or in one of 
the learned professions. 

If we were to call the roll of men of prominence in this country 
today, we should doubtless find that a large percentage, and possi- 
bly a clear majority, had risen from the ranks to their present places 
of wealth and power. This is particularly true in the business world, 
for our Carnegies, Rockefellers, Wanamakers, Fords, and other eco- 
nomic leaders have, probably more often than not, emerged from 

27216 


basic CHARACTERISTICS OF CAPITALISM 43 

almost total obscurity and, under the institution of free entei-prise, 
have pushed forward to positions of economic greatness. Such careers 
would be out of the question in a country that denied its citizens the 
privilege of choosing freely their avenues of economic activity. 

Natural Liiiiitation.s to Economic Success. It is scarcely neces~ 
sary to deal at length with governmental obstacles to free enterprise, 
such as are created through the granting of franchises, patents, and 
copyrights. These, indeed, may quite properly be regarded as incen- 
tives rather than hindrances to economic progress. A franchise is 
awarded presumably to the individual or concern that seems most 
likely to render the best service at the lowest price; and patents and 
copyrights are, in effect, prizes offered by society to those who invent 
useful appliances or originate clever ideas. Here, again, the road 
to opportunity is open to all who can qualify, and not merely to a 
selected few. 

The question of natural ability is one of great significance, of 
course, and the lack of special talent essential to success in a par- 
ticular occupation is nowadays more likely than government inter- 
ference to be the obstacle to freedom of enterprise. Unfortunately 
for the handicapped and possibly for society as a whole, deficiencies 
in natural ability are difficult and often impossible to overcome. 
However, the institution of free enterprise does not pretend to insure 
success ill an economic undertaking. All it does is to say, in effect: 
^‘The field is open to you and to all who care to enter the contest. 
Your success or failure will depend upon your ability to compete 
with others wlio, like you, are seeking their economic self-interest.” 

Free Enterprise and Equality of Opportunity. Our much dis- 
cussed equality of opportunity, therefore, means merely that whoever 
will ma)' enter the lists, but each must supply his own equipment. 
This ec|uipni(ait, in the economic struggle, consists not only of natural 
endowmt‘nts, such as physical stamina, mental agility, sound judg- 
ment, and so on, but of capital, or instruments of production, as well. 
(We are referring, for the moment, to those who aspire to play the 
enterpriser s role. ) Of course, if one possesses tlie essential personal 
qualiti<\s to an unusual degree, he may be able to borrow the funds 
needed to put ln‘m on a par with those whose capital is supplied 
through family connections. But then, again, he may not. 

It is apparent, therefore, that genuine equality of economic oppor- 
tunity does not exist. It is impossible of attainment so long as the 
instrumental factor of production, capital, is unevenly divided among 
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the contestants. It is impossible, again, so long as the training needed 
is expensive, and therefore out of the question for some who wish 
to compete. And even if these artificial barriers were removed, there 
would still remain the natural barrier of differences in personal 
abilities to prevent the competitors from starting out on a strict basis 
of equality. Whether equality of economic opportunity is desirable 
need not occupy our attention at this time. The point made here is 
that free enterprise, which many appear to regard as synonymous 
with equality of opportunity, in reality does nothing more than to 
open the contest to all comers, some well and others poorly equipped 
for the struggle. 

Freedom of Contract 

Freedom of contract is a basic assumption of a capitalistic economy. 
A contract is an agreement of economic significance which is enforce- 
able by public authority,^ It is ‘a two-sided act, expressive of agree- 
ment,” and involves an offer and an acceptance.*^ . . . It must be 
entered into without force or undue influence, and "'the matter 
agreed upon must be both possible and legal and ... not contrary 
to the public policy ” ^ 

The Prevalence of Contracts. Since contracts arise whenever 
offers are made and accepted, the institution of contract touches, 
directly or indirectly, the life of everyone. Owners sell houses, and 
landlords lease apartments; housewives buy furnishings, clothing, and 
food; people with dependents take out insurance; those who need 
ready money borrow from banks or finance companies; dramatic 
stars accept parts in plays; tourists book passage on ocean liners; 
and each of these many thousands of transactions constitutes a con- 
tract—which may be written, verbal, or implied—because each in- 
volves an offer and an acceptance. 

Free enterprise and freedom of contract are closely related. Indeed, 
free enterprise would have little meaning if people were not free to 
enter into contracts. The institution of free entei*prise says, In effect, 
that the owner of land, labor, or surplus funds may (within reason- 
able limits) use these agents of production as he likes, in his endeavor 
to gain economic success. He may decide to lease his land, lend his 

2 Richard T. Ely, Property and Contract, Hew York, The Macmillan Com- 
pany, 1914, p. 562. 

^Ibid,, p. 567. 

^ Ibid., p. 569. 
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funds, and hire his services to others. On the other hand, if he chooses 
to be an enterpriser, he may require the use of land, labor, and funds 
which belong to other members of society. In either case, there must 
be understandings as to rates of rent, wages, and interest, and the 
periods of time over which the arrangements he makes are to hold. 
And if he is to function as an enterpriser, he must be free to sell his 
commodities or services to would-be buyers. 

Enforcement of Contracts. With countless deals of these and 
other kinds being made daily, it is highly desirable not only that the 
terms of the agreements be clearly understood, but also that they be 
enforced by a disinterested agency. This agency is the state, operat- 
ing through the courts. The courts recognize the provisions of con- 
tracts as legal obligations, and undertake to enforce them. 

It is sometimes argued that labor contracts are not enforceable 
against wage earners. In theory, such contracts are enforceable, but 
in practice the courts do not attempt to enforce the actual perform- 
ance of specific personal services. However (in addition to the will- 
ingness of many workers to live up to their obligations), the pressure 
of public opinion, in the case of labor unions, and the possibility of 
court injunctions, suits for damages, or other penalties, in the case 
of especially important workers, serve to reduce the number of 
violations of labor agreements. It should, perhaps, be added that the 
weight of public opinion plays a part in the enforcement of contracts 
of all kinds, and not merely those which, like labor contracts, are 
difficult to enforce at law. 

The contract %ot only unites the present and the future, but the 
past, present, and the future. The continuity of our economic life 
demands security and stability. We have only to think of what con- 
tract relations are, to realize this— barter, sale, credit, letting, loans, 
services, deposits, domestic services, agency, partnership, profes- 
sional services. . . . We see, then, the vast economic significance of 
contract. Our economic relations are based largely on contract, and 
in its absence might would prevail. It is very largely through contract 
that our wealth is accumulated and our share of the national dividend 
comes to us."' ® 

CoMPFirnoN 

When we come to the study of value, we shall employ the word 
/‘competition' in a strictly technical sense. But in our present dis- 

*»lM,pp.578,579. 
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cussion we have in mind the more common, dictionary definition of 
the term, which usually runs about as follows: Competition is the act 
of striving for something that is sought by another at the same time. 

The efforts of men to advance themselves economically are shown 
in their competition with one another. Competition is one of the 
most pervasive of all economic forces, and is found in all fields of 
economic endeavor. It is, indeed, the basis of most economic theory; 
for the science of economics assumes the existence of competition 
for the most part, and in its absence some of our leading economic 
laws would be meaningless. 

Social Value of Competition. Competition acts as a sort of 
regulatory force over the actions of men in their attempts to make 
economic headway. Self-interest may prompt a man to charge an 
extremely high price for whatever he has to sell, whether commodities 
or services; but the existence of competition forces him to modify 
his charge, and the consumer benefits accordingly. 

Under competitive conditions, the sellers of economic goods, in 
their endeavor to secure trade, bid against each other and thus force 
the price down. For there is always present the fear that, if too high 
a price is maintained, the commodity or service will go unsold. In 
like manner, self-interest may suggest to a buyer that he offer an 
exceedingly low price for something he desires, but the competitive 
bids of many buyers have the effect of forcing the price up. Through 
the operation of these two forces of competition, one tending to 
lower and the other to raise prices, a balance is finally reached. 

Prices thus arrived at (as we shall note in detail in our study of 
value) tend to be, in the long run, just high enough to cover costs 
of production; that is, they tend to be just sufficient to enable the 
business man to pay all necessary expenses, including a salary for 
his own productive effort. If the term "fair price” is ever permissi- 
ble, it is surely in connection with a price of this kind, for the efficient 
business man is certainly entitled to a price that will enable him to 
meet all legitimate expenses of production; but it may well be argued 
that society should not permit him to have more. 

Competition in Selling. We have already seen that there is com- 
petition among sellers who are anxious to dispose of their wares at 
the highest prices obtainable, and competition among buyers who 
are desirous of securing these goods, but at the lowest possible 
prices. These two groups are susceptible of further analysis. Com- 
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petition among sellers, for example, may relate to tike, substitute, 
or unlike goods.® 

The type of competition among sellers that is most easily recog- 
nized is that which takes place among those dealing in like goods. 
Thus the General Motors Corporation, with Chevrolet cars to sell, 
competes sharply with the Ford Company offering the Ford “V-8” 
and with the Chrysler organization selling the “Plymouth.” Those 
who have watched this particular example of marketing have noted 
a type of severe competition that is present, also, in the sale of 
clothing, ice cream, bread, and countless other commodities. 

Competition among sellers of substitutes may be equally keen. 
Old-fashioned ice refrigerators and modem mechanical refrigerators 
perform the same general function, that of producing and maintain- 
ing a low temperature which aids in the preservation of food. To 
combat the substitution of the newer device for the orthodox refrig- 
erator, the manufacturers of ice have spent much money on cam- 
paigns of advertising. The sale of oil-buming and gas-buming fur- 
naces likewise constitutes a threat against an established business— 
the anthracite coal industry. The coal dealers have attempted to meet 
the challenge with advertisements that set forth the advantages of 
coal, and the disadvantages of oil and gas. So much for competition 
among sellers of substitute goods, which include items of food, cloth- 
ing, shelter, transportation, entertainment, and so on. 

The desire to dispose of unlike goods also results in competition. 
Since the average person cannot afford to buy everything he might 
like to possess, he is often obliged to choose from several possibilities 
the one that appears likely to bring the greatest satisfaction. He may 
be able to finance a new automobile or a summer craise, but not 
both. Consefjuently, automobile dealers vie with steamship com- 
panies, each side stacking to emphasize the superiority of the com- 
modit)' or sen-ice it has to offer. A long list of possible conflicts 
among sellens of unlike goods might be drawn up. One of the most 
striking c.sainples of comjjetition of this kind was that which devel- 
oped some years ago between the sellers of cigarettes and sellers of 
candy. It is likely that few suspected the possibilities of conflict in 
this connection until a leading tobacco concern began to urge the 
public to use cigarettes instead of sweets, and the manufacturers of 

®This usefn! clas.sificaU<3n is borrowed from Raymond T. Bye, Principles of 
Economics, New York, F. S. Crofts & Co., 1941, pp. 50, 51. 
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candy retaliated by advertising the real or imaginary evils of cigarette 

Competition in Buying. In buying, as in selling, competition is 
a force to be reckoned with. Probably nowhere is competition among 
buyers seen more clearly than at a public auction, with its strictly 
limited supply of a given commodity (consisting sometimes of but 
a single unit) and a number of would-be purchasers. A situation of 
this kind often results in very spirited bidding, with the price going 
up and up until finally the prize is can-ied off by the highest bidder. 

The effects of competitive bidding are most clearly apparent in a 
case such as we have described, where there is a limited supply; 
but in a less spectacular way, the same sort of process is followc-d 
whenever goods are bought and sold. For all economic goods are, by 
definition, both desired and scarce. If the good in question is very 
scarce, the bidding by buyers will be brisk and there will be a 
“seller’s market,” that is, one in which the seller holds the advantage. 
If on the other hand, a relatively large quantity of the good is avail- 
able, there will be a “buyer’s market,” with prospective purchasers 
unconcerned and even indifferent, since they feel that they will 
surely be able to obtain as much as they require. But the competition 
between buyers, whether brisk or dull, has the effect of raising 
prices to a greater or lesser degree, just as the competition between 

sellers tends to bring prices down. 

Competition for the Agents of Production. Manufacturers 
and other enterprisers compete not only for the patronage of con- 
sumers, but for the agents of production as well. Thus there is a 
continuous demand for land, labor, and capital, which may be desired 
by business men in similar industries or in businesses that are widely 
different, since enterprisers in all fields require land, laboi, and 
capital; and as they bid against one another for the use of these agents 
the prices they must pay (in the form of rent, wages, and interest) 
are forced up. 

But the owners of the agents are anxious to keep them employed 
and, rather than have the agents idle, they may, by a process of 
undCTbidding, force down the prices of tliese factors of production. 
Here again, as in the actual sale of goods, competition among buyers 
tends to send the price up and competition among sellers to drive it 
down. As we have already explained, the price finally paid is the 
result of an adjustment between these two tendencies. 
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Interference with Competition. Competition, like self-interest, 
is found in all walks of life, but seldom in the pure, undiluted state. 
We noted, in discussing the economic man, that however diligent 
one may be in seeking his self-interest, the limitations of human 
knowledge and action render complete success improbable, if not 
impossible. 

Similarly, a lack of knowledge of conditions and circumstances 
beyond one’s control result in imperfect competition. Workers, for 
example, are anxious to secure high wages. If, then, the wages of 
carpenters are higher in Baltimore than in Atlanta (living costs being 
the same), we should expect carpenters to move from Atlanta to 
Baltimore and compete for the high-priced jobs in the latter city. 
As a matter of fact, there are often fairly wide differences in the 
wage scales of two or more cities, without any appreciable move- 
ment of laborers from one to another. The reason may be ignorance 
of the situation on the part of the workers, or an indisposition to 
move from an established abode even for a gain in income. Thus, 
the lack of knowledge on the part of buyers and sellers, and im- 
perfect mobility of commodities and services, prevent competition 
from working with complete exactness in the several branches of 
economic life. 

Agreements and combinations of various kinds are also responsible 
for restricted competition. “Gentlemen’s agreements” between those 
in control of great business interests have often interfered with the 
realization of a perfectly competitive price. “People of the same trade 
seldom niec-t together, even for merriment and diversion, but the 
conversation ends in a conspiracy against the public, or in some 
contrivance to raise prices,” wrote Adam Smith in 1776. And this 
was a centurj' and a quarter before the advent of the famous “Gary 
dinners,” at which leaders in steel manufacture are said to have 
agreed, yc-ar alter year, upon the price to be charged for steel in 
the United States during the next twelve-month period. The com- 
bination, under a single management or policy-forming body, of 
the iinportant producing units in the oil, sugar, and tobacco indus- 
tries has at times laid a similar effect. Most powerful of all, in stifling 
competition, is a condition of complete or almost complete mo- 
nopoly, such as was once exercised by the Aluminum Company of 
America, which liad captured a very large percentage of the country’s 
supply of raw materials essential in the manufacture of aluminum 
goods. Complete luouirpoly, of course, is the absence of competition. 
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but oue buyer or on. ..Her. as lie case 

abseno. ot —on 
aJong the members ot either of these groups. 

Cooperation 

But not all is competition in the world of economics. Cooperation 
also plays a part, aL sometimes an important part, in 

relationships. Whenever it appears better ^ ^c Arphcro^com 

rather than in conflict, cooperation is likely to 

netition We have already seen that deliberate cooperation, as in t 

Ce of sL magnates Jgree-g to uphold 

an interference with competition. Other cxampies at or 

ganized cooperation that lessens the effectiveness of 

be found in 4e trade associations of business men the trade uii ^ 

S ukers, and the marketing cooperatives of farmers and mi 

growers. We shall look further into organized 

chapter, confining our present discussion to cooperation of a som 

'^^Ltf^bein^’Facticed continually a type of cooperation wMch 
is seldom recognized as such by those who take part m it Ind ed 
our modern specialization, with every man confining his effoits to a 
very limited Lid of work, would be unthinkable ^°°P^ 

tion The teacher may devote himself to his 

only because others are cooperating by providing hiin with to<^, 
shelter, and clothing. The miner produces only coal and 
the cooperation of the farmer to supply him vnth food. Jhc fa’nner 
tiUs the soil and raises his crops, but looks to the caq^nter to bu _ 
his bam, the machinist to make his implements, and the barber 
cut his hair. In any modem factory, cooperation may be seen to 
excellent advantage, for present-day industry is dependent upon 
various types of workers, each with his particular function in the 
productive process, joining together intelligently an wi m^y m 

turning out economic goods. 

Examples of cooperation between producers and consumer are 
apparent on every side. I decide to take a trip to Chicago, and find 
a host of people anxious to cooperate in making the journey as easy 
and pleasant as possible. The telephone company cooperates by 
putting me in touch with a taxicab company. The taxi people co- 
Lerate by delivering me promptly and safely to the railway station. 
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The railroad cooperates by having the train ready for me at a con- 
venient hour, and by providing not only transportation but dmmg 
and sleeping accommodations. Dinner time arrives, and 1 disc 
that mv wants in the matter of food have been anticipated. Not on y 
fe foo/availaWe. but an effort ha, been made to cooperate w.* me 
to the extent of supplying the kinds of food most likely o ^PP® 
to mv tastes. Upon arriving in Chicago, I discover that I am ’ 

and I hundred hotels are ready to cooperate by providing comfortable 

^'it is not correct, of course, to intimate (as we have don^ that 
these several acts of cooperation are of a personal nature. ^ 

they are distinctly impersonal, since those who help to 
make my trip a pleasant one do so not from personal^ goo wi 

ior ml but from the very practical motive of -Merest 
"It is not from the benevolence of the butcher, the l^ewer, 
bii that we expect our dinner, but from their reg«d to *e.r o™ 
inlercit ” says AdL Smith. We And, then, in every phase of busme^ 
Se S, desL of producer, to discover and minirter to *e needs and 
wLt of okerrJto cooperate, in effert-so that they. Are pmducers, 
may secure an income through rendering the desrred servtce. 

Economic Harmony 

Adim Smith and other economists have defended freedom of 

• 4-* nn flip around that it furthers the economic interests 

6Conoinic action on gr . . inniia Tf was Smith who 

^dTifalt— ;iramt“-ldnghisse^ 

well-beiL of the community, which Smith felt was best sensed by 

-S .Irb- to=c'=rr" = t^^Stare of 

tuuthandunUin^sso-eaAed-d^ne^^^ 

;:«i;::;:d“ -a 

or fifty years, showered their 

are not altruiste. ^ tj^ey sp^t their money with Mr. 

llllzrz wkh someone else is proof that he gave them more for 
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L, dollars than they could get elsewhere. ^ 

hv Fords selfish endeavors. To summarize: The institution or tree 
enterprise allowed Mr. Ford to choose the business into which he 
would go. He decided that he could make “°st by manufactoing 
automobiles. Events showed that he chose wisely, for he made a 
huge fortune; but in making it he was “led by an f 
promote an end which was no part of his intention -that is, he was 
led into being something of a public benefactor. ^ 

Unfortunately for the doctrine of economic harmonies, the argi- 
ment does not always work out so neatly. Indeed-to pursue a little 
farther the case of Henry Ford-it would be hard to prove that his 
business life was guided by purely mercenary 

motives are always difficult and sometimes impossible to faAom- « 

Ts quite possible, then, that Mr. Ford had in mind throughout his 
career not only the acquisition of wealth, but also the winmng o 
great name as a captain of industry; or he may have been motivated 
primarily by the desire to show that his horseless carriage, w 
Ls the cause of so much mirth in the days of its infancy, could be 
made the basis of a gigantic American industry. FnmUy, even if aU 
should grant for the sake of argument that Mr. Ford s business activ- 
ities yielded great social benefits, how can we know that his bcne- 
factiOTS have been mere by-products of his money-getting as they 
must have been if they are to confirm the doctrine of economic 
harmonies-and not the prime object of a man who, hke Abou Ben 
Adhem, sought to be written down as “one that loves his fellowmen ? 

Shortcomings of the “Invisible Hand.” But if it is difficult to 
show that the economic good works that occur are always the inci- 
dental outcome of economic self-interest, it is stiU harder to prove 
that social good inevitably follows every attempt of men to win indi- 
vidual economic success. In other words, the doctrine of economic 
harmonies does not always work; the “invisible hand lets a goo ^ 
many people slip by on the road to wealth, without collecting the 
toll-in the form of social service-that the doctrine of economic 
harmonies says must be paid by all who pass that way. Whenever 
a monopolist, in order to secure an artificially high price for hisjrod- 
uct, deliberately restricts the quantity of the good tbf P“bbc is 
allowed to consume, he is outwitting the “invisible hand. Whenever 
a merchant palms off a shoddy article on an unsuspecting customer 
and charges the price of first-class goods, he is disproving the inevi- 
tahilitv of the doctrine of economic hannonies. And wh the 
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maker of a patent medicine sells a worthless concoction to su^Sering 
d “told othel’eimples *>“* 

that economic harmony does not always prevail. It s''" 4 

F?;“SEiStr:oitir=, 

and Professor Carver has -f branlnvisible 
aovernment interference and control, ra^ Lomote their 

land, to promote dre Pf “ ’tfe.TS l^Zo. and 

f ‘"coif ini-f^rest”? Of ‘'economic self-interest ? 

l- ,0 the todo. o£ goods d. 

3 g“«SXtosofthe»isU.ce.fto»csel£.mt.,est 
t SiXt "arTL«.. ot the economic ««« ^ «- 

e XfLtoi: E“ tooomio self-lnto is oh» molded 

,. g,v‘f“X f » f»» *>” “> »* “ 

8. SSpXSe'rf 3we“s‘t Cp?^ed an important part in eco- 

9 XlETeXS?of"pdvat« 

;T. N. C.w«, =««.a .» SociC to Cmnbridg., Hto «™»i.y 

Press, 1922, p. 109. 
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10. Is the institution of private property hedged about by restrictions of 

any kind? Explain. „ 

11. Why, in the absence of this institution, might people confine fteir 
economic efforts largely to the production of non-durable goods.-’ 

12. “The institution of private property . . . aids in the development of 

an industrial order.” How? ^ 

13. Define or describe “free enterprise.” 

14 Contrast the individual’s opportunity to choose an occupation under 
' the manorial system, with the “freedom of enterprise” of today. 

15. Do not governmental restrictions (such, for example, as state bar 
' examinations for lawyers) destroy our pretensions to freedom of 

enterprise? Explain. • o 

16. Is free enterprise synonymous with equality of opportunity? 

17. Define “contract.” , , i r 

18. Discuss the relationship between free enterprise and freedom of 

contract. 

19. Comment on the enforcement feature of the conti'act. 

20. Competition has the effect of forcing prices up, and also of driving 
prices down. Explain this seeming contradiction. 

21. Give an example (not taken from the text) of competition between 
* sellers of (a) like, (b) substitute, and (c) unlike goods. 

22. What is a "seller s market”? A "buyer’s market”? 

23. Business men "compete not only for the patronage of consumers, but 
for the agents of production as well.” Explain, with an illustration. 

24. Competition is seldom perfect. What conditions prevent perfect 
competition from being realized? 

25. What is "complete monopoly”? 

26. When may we expect to find planned economic cooperation instead 
of economic competition? 

27. Describe several types of organized economic cooperation. 

28. "There is being practiced continually a type of cooperation which^ is 

seldom recognized as such by those who take part in it.” Explain, 
with illustrations. _ ^ . 

29. If most cooperation is impersonal in nature (as in reality it is), what 
motive impels individuals to engage in such cooperation? 

30. What is the central idea of the doctrine of economic harmonies? 

31. What reasons are there for questioning the validity of this doctrine? 

32. In what respect is Professor Carver s restatement of the doctrine of 
economic harmonies an improvement over the "invisible hand” con- 
cept of Adam Smith? 
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4- The Mature of Production 


Iroduction is usually defined by economists as the creation of 
utility. We have already described utility as being synonymous with 
wantedness and desiredness. It is, therefore, that relatiomship of a 
good to a human being tohich is expressed by saying that the good 
is desired by the human being.^ It follows that anything that is done 
in the way of increasing the desiredness of an economic good must 
be regarded as production. 

Most of the activities that take place in our economic society are 
directed toward this end. The problem of economic life is, in the 
main, to change land— that is, natural resources— into finished goods, 
and to place those goods in the hands of the persons who will con- 
sume them.^ Then and then only do they become consumers" goods. 
We may emphasize this point by quoting a British economist who 
in this statement is rebutting the notion, once current, that some 
types of industrial workers-such, for example, as those engaged In 
the sale and transportation of goods— are unproductive. He says: 
‘It is a useful, if trite, maxim that production is not completed until 
the commodity, whatever it be, is in the hands (or on the table) of 
the consumer; and if we ask for bread, the ploughman, the niiller, 
the baker and the bakers van-boy ... all alike minister to our needs. 
What is wanted in this life is the right thing in the right place at the 
right time, and all who contribute to this so desirable end are eco- 
nomically, on this point at least, doing the same kind of thing.”® 
In this work of production there are activities of many kinds; and 

^This definition of ‘utility*' is the one adopted by the Committee on Eco- 
nomic Accord in 1934. C£. Hundhooh of Accepted Kcofioniics Defitiitions, Fritv* 
ciples, and Statefnents, New York {2S6 Wooster Street), W. I. King, p. 3. 

^ The term goods must be understood to include services, or iion-material 
goods, as well as commodities, or material goods. Many services, of course, re- 
quire in their performance very little use of natural resources but much labor. 

s Alexander Gmy, The Development of Economic Doctrine f'hondm, Long- 
mans, Green & Co., Ltd., 1931, p. 106. 
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we may profitably examine the several types of utility, the creation 
of which constitutes production. 

Important Types of Utility 

F orm U tili ty. One type of utility that comes promptly to mind is 
form utility. The creation of form utility consists of taking raw ma- 
terials, or partly finished goods, and making them more desired by 
changing their fonn. The miner who digs coal, the lumberer who 
hews trees into logs, and the fisherman who catches a supply of sea 
food are taking natural resources and putting them into a more 
desirable form. The farmer likewise creates form utility when he 
produces grain and meat for food purposes, cotton and wool for 
clothing, and so on. 

But the creation of form utility is most clearly apparent in the 
field of manufacturing. Iron ore is mined, then smelted into pig iron, 
later made into steel, and finally fashioned into high-grade tools. 
At each step of this process an advance is made, and therefore at 
each step there is the creation of further utility. Every person engaged 
in the task of changing iron ore into a fine cutting tool (or any other 
commodity) is, therefore, a producer. The same is true in every field 
of manufacture. Cotton is spun into yam, woven into cloth, and the 
cloth manufactured into clothing; and each of these processes con- 
stitutes a creation of form utility. Building materials are fashioned 
into houses, and here again form utility is created. 

Indeed, so obvious is it that manufacturing ordinarily means the 
creation of form utility that some business men and others are in- 
clined to think of the workers in manufacturing plants as producers— 
because they make things— but to overlook the fact that the manager 
in the ofiice, and the clerks and typists, are producers just as tmly 
as the day laborers and skilled artisans. All of these persons make 
some contilbution to the production of the commodity that is turned 
out by the plant. And all persons— whether hand or brain workers, 
whether poorly or well paid— who are engaged in manufacturing, in 
agriculture, or in the extractive industries such as mining, fishing, 
and lumbering, are creators of form utility. 

Place Utility. Another type of utility is that created by trans- 
porting goods from one place to another. Wheat in Nebraska and 
oranges in California are of no use to would-be consumers in Penn- 
sylvania or New York until they have been transported to the state 
in which they are to be eaten. This transfer of goods from one region 
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to another brings into being a new utility which is known as place 
utility. The tremendous growth in the transportation of passengers 
and commodities throughout the world by water, rail, motor vehicle, 
and air lines, is an indication that utility is created by the movement 
of people and goods from place to place. The enjoyment afforded 
the people of the United States through the use of sugar from Cuba, 
coffee from Colombia, rubber from Brazil, and diamonds from South 
Africa, must be credited in large part to those who have developed 
our modem systems of transportation, by means of which these com- 
modities from distant lands have been made available for us. 

Possession Utility. But the manufacture and transportation of 
M economic good do not necessarily complete its production. A 
Hamilton watch in the showcase of the jeweler is not fully 'pro- 
duced, since it is more desirable, and more desired, in the hands 
of a person who has no timepiece than in the jeweler’s shop. Conse- 
quently, the sale of a watch, or of any economic good, creates a new 
utility which is known as possession utility. It is correct to say, there- 
ore, that many persons who are engaged in salesmanship are pro- 
ducers quite as much as are those who make a good in the first place. 

We must include also, in the creation of possession utility, much of 
the advertising which is carried on so extensively today. It is esti- 
mated that our annual expenditure for advertising in the United 
States mns well over three biUion dollars. Advertising in 1946 in- 

$964,000,000; direct mail, 
Snn nm $430,000,000; radio, $489,000,000; outdoor, 
$86,000,000; business paper, $178,000,000; farm paper, $36,000 000- 
and miscellaneous, $655,000, 000.^ One writer estimates that in this 
country the magazines get 53.4 per cent, the newspapers 74.1 per 
cent, and the radio approximately 100 per cent of their total income 
from advertising. Whenever, through the medium of advertising, the 
llTfr / good isTncreased-which means that it is now more 
^ nted than it previously was— the advertising may (with the excen- 

tion noted below) be called the creation of possession utilitv. 

This IS the case, despite the fact that to many persons much of the 
advertising of today is definitely objectionable. An analysis of twebe 
of our leading magazines made a dozen years ago-and there is no 
reason to suppose that the situation bas"^ changed-showed that a 

deX^IX*^® W appeals to fear, sex 

desire, and emulation m conspicuous consumption. “The whole ob- 

* Printers’ Ink, March ?8, 1947, p. 34. 
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ject of research,” according to a statement credited to the research 
director of a great automobile concern, “is to keep everyone reason- 
ably dissatisfied with what he has in order to keep the factory busy in 
makino- new things”; and a similar statement might be applied to 
much of our advertising. Nevertheless, if advertising increases the 
desiredness of goods, it is creating possession utility and is thus fur- 
thering production. j .,. 1 , T, 

The exception to which we referred above has to do witn sucn 
advertising as increases desiredness in one spot only to reduce it in 
another. Examples may be seen, on every hand, of advertising &at is 
designed to persuade consumers to buy one particular brand of a 
good in place of another brand to which they have becoirie accus- 
tomed. Indeed, in many of the current radio “commercials” this 
purpose of advertising is quite undisguised. “Then why not shift to 
hank brand?” we are asked time and again by radio announcers. We 
are urged to smoke Lucky Strikes in place of Camels, and Camels m 
place of Old Golds, and Old Golds in place of Lucky Strikes. It seems 
probable that advertising of this kind, in the main, simply transfers 
one’s cigarette allegiance from one brand to another without any 
net increase in possession utility. Of course, advertising of this type 
may conceivably result in initiating a non-smoker into the joys-and, 
mirabile dictu, the health-giving benefitsl-of cigarette-smoking, m 
which case we may suppose that there has been an increase and not 
merely a shift in desiredness, and that the advertising is therefore 

^""S^wn if this sort of advertising does not add to the desiredness 
of the good that is being extolled, and therefore does not constitute 
the creation oi possession utility, it does render a semce which is 
desired by the buyers of the advertising-or it would not be pj^iiased 
-and therefore (by definition) comes under the heading ot utility. It 
is probably best to classify such advertising as service utility, winch 

will be described in a later section. .t. o ^ 

Time Utility. Another type of utility is time utility. Certain mdi- 
viduals are engaged in the storage of goods. Storage consists of hoM- 
ing goods from a time when they are little wanted anther time 
wheifhey are more desired. Owners of grain elevators in *e wheat 
belt” store millions of bushels of wheat at the height of the harve 
season, and hold this wheat until there is a greater demand foi it. 
Cold-storage operators put away eggs in the summer when they are 
plentiful and cLap, and hold them until winter when they are scarce 
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and high. In doing this, the operators of storage houses add to the 
desiredness of the eggs, and thus create utility— time utility. The 
speculators in the commodity exchanges render a somewhat similar 
service, but their activities will be dealt with in a later chapter. 

Service Utility. Finally there are persons engaged in creating 
service utility. This classification has to do with those who render 
personal service instead of dealing in material goods. The lawyer, the 
doctor, the preacher, and the teacher do not sell material goods, but a 
personal service consisting sometimes simply of advice or informa- 
tion. Since services such as these are desired, the persons who render 
them create utility, and consequently fall within the classification of 
producers. 

Gur business and social relations are facilitated by the adjustments 
made in our courts; hence, lawyers create utility when they give 
advice and plead cases. Physicians who assist in maintaining the good 
health of individuals and of society in general are likewise creators 
of utility; and the same may be said for ministers and other advisers 
who bring comfort, consolation, and peace of mind to members of 
society. Teachers, in arousing in their students an interest in things 
inteUectual, are helping them to achieve a fuller enjoyment of life; 
and m doing this they create utility quite as much as though their 
work were distinctly vocational and aimed directly at the training of 
skilled workers or business experts. Tragedians who make us weep 
and comedians who make us laugh, are engaged in production be^ 
cause they bring diversion and entertainment into a world in which 
there is much need for this sort of thing. 

There are, m addition to these, our governmental officials, from the 
President of the United States down to the humblest public servant, 
^of whom help us carry on the orderly conduct of our business life. 
There aie also persons engaged in handling the risks of industry, such 
as insurance men, who create service utility. The list is by no means 
complete, but ^ may easily be enlarged by the reader, who will ex- 
penence no difficulty in finding examples not only of service utility 

but of utility of the other types we have discussed. 

Difficulty of Classifying Utility. Ihe classifications that have 
HnnfT arenot necessarily hard and fast. Like most classifica- 

Zw ^ basis; and it may be 

confessed ffiat it is impossible to classify satisfactorily all typeVof 

developed economic society. One dfclty is 
the classification of such workers as stenographers, bookkeepL, 
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office boys, and watclimen. Students who experience difficulty in 
finding a ready classification for these producers usually wind up by 
sticking them into the pigeonhole marked "service utility ” which 
seems to provide a convenient catch-all for workers who do not fit 
easily elsewhere. A more logical arrangement, however, is to classify 
them on the basis of the type of utility that is being created by the 
eoncern for which they work. Thus, a stenographer in the employ of 
the Baltimore and Ohio Railroad is creating place utility since her 
services contribute to the movement of trains from place to place. A 
bookkeeper who works for the Bethlehem Steel Company is, then, a 
creator of form utility; an office boy at Macy's department store in 
New York is a creator of possession utility; and a watchman who 
guards a giant grain elevator in Minneapolis is a creator of time 
utility. Perhaps the chief benefit to be derived from classifying eco- 
nomic activities is to impress upon ourselves the fact, already noted, 
that there are vaiious kinds of production— since there are various 
types of utility being created— and that anyone who does anything 
which in any real sense of the term results in additional utility is a 
producer. The production of a commodity begins with the raw ma- 
terial and does not end until the finished good is in the possession of 
the person by whom it is to be consumed. Everyone who adds to its 
desiredness is a producer, though many who help do so indirectly. 
Service utility, it may be noted, is usually created by the producer 
rendering some service directly to the consumer. But there are excep- 
tions. For example, I may never find it necessary to call an officer of 
the law to protect me from attack, and yet I would certainly not, on 
that account, deny the utility of an organized police force. 

The Factors of Production 

The productive process, as we have seen, consists of converting raw 
materials into goods and getting these goods into the hands of the 
persons for whom they have utility. This process may be illustrated 
graphically by a series of concentric circles, such as we have in Fig. 2. 
The innennost of these circles is intended to represent land, which, 
it win be remembered, includes all natural resources. The outermost 
section is labeled ""consumers’ goods,” and here we find those com- 
modities which are ready for use and in the possession of the ultimate 
consumer. Between these two stages in the productive process is a 
whole series of intermediate stages, indicated in the diagram by 
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dotted circles. All of this space between land and consumers’ goods is 
occupied by capital, or producers’ goods. 

Land. The importance of land in production has already been 
noted and need scarcely be emphasized further. It is a wholly indis- 
pensable factor, for without it there could be no production. Land is 
natural resources created without the aid of labor; and it is obvious 



Fig. 2. The Productive Process. 

This process consists of converting land into consumers’ 
labor and capital (or producers’ 
goods ) . ( Production also includes, of course, the creation 
01 non-xnaterial goods, or services, ) 

that these natural resources, such as soil fertility, mineral deposits, 
natural vegetation, water-power resources, and so on, are absolutely 

essential to the conduct of modern industry. 

The true productive significance of the land assets of the United 
States cannot he demonstrated statistically, but a few figures may be 
^ven to show how richly this country has been endowed in the W 
of natoal resources. The total land area of the United States is about 
!^o acres, of which approximately one-half is in farms. This 
tarm land and the buildings on it are valued at about fifty biUion 
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dollars. Tlioiigli we originally had some 816,000,000 aeres of forests, 
our present total forest area is about 630,000,000 acres, of which 
460,000,000 acres constitutes commercial forest area. 

We are using our mineral resources rapidly, the value of minerals 
produced in the United States annually totaling nearly five billion 
dollars. The most important minerals, in total value of product, are 
coal, iron ore, and petroleum. Our stocks of fish and game, originally 
very extensive, have been dissipated by wasteful exploitation. The 
water-power resources of the country are of great economic signifi- 
cance, and a controversy has been raging as to whether they shall be 
developed under private or public ownership. 

Labor. But natural resources do not have maximum utility until 
they have been worked upon by man. Hence we say that labor is an 
essential factor in production. Labor is ordinarily defined as human 
energy expended for the purpose of acquiring income. This definition 
rules out those activities of man which are recreational in nature. A 
man is a laborer only when the tasks in which he engages are carried 
on for the sake of the i*eal income derived, and not for the pleasure 
incidental to the undertaking. 

Here, as in so many instances, we find it difficult to classify indi- 
vidual items with absolute exactness. According to our definition, 
Miss Alice Marble was not a laborer when she played championship 
tennis as an amateur, but she became a laborer the moment she 
entered the field of professional tennis in 1940; yet she probably 
played as hard in one case as in the other. Of course, a college football 
or baseball player would be a laborer if for his playing he were 
receiving a scholarship of some kind. It is almost impossible, then, to 
make exact classifications, but for all practical purposes the student 
of economics can decide in each given case whether a man is a 
laborer or not 

In a highly industrialized country, such as the United States, labor 
is employed in a multitude of ways. Government figures show that 
the number of gainful workers in this country— the term /‘gainful 
workers” including all who are engaged in occupations which bring 
in a money income— totaled about sixty million persons in 1945. In 
economic terminology, these workers constituted the labor supply of 
this country. 

Approximately 16 per cent of these persons worked on farms. Some 
12 per cent were engaged in trade or finance, and 31 per cent in 
industry of various kinds. Eighteen per cent were at that time in the 
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armed services, 19 per cent in non-military service industries, and the 
remainder in miscellaneous industries and services. 

Capital. Capital may be defined as produced goods intended for 
further production. This definition sets it apart from land (that is, 
natural resources), since the latter is not, in the economic sense, 
produced, but is a free gift of nature. Capital includes goods that 
are designed for ultimate consumption; that is, partly finished goods 
in process of production which, though they are no longer in the raw 
state, have not yet progressed sufficiently to be ready for consump- 
tion, and consequently are not consumers’ goods. Capital include, 
also, goods that are sometimes termed “instruments of production,’’ 
such as factories, machines, and tools. Capital of this kind is not 
destined to satisfy human wants directly, but serves only as a means 
of producing further consumers’ goods. A very large amount of the 
wealth of every modem industrial society is composed of capital, 
which is clearly marked in the intermediate section of Fig. 2. 

It is not possible to give a complete or strictly accurate idea of the 
stock of capital in a great industrial country, but estimates of the 
National Industrial Conference Board are of some assistance in this 
connection. Manufacturing machinery, tools, and so on, in the United 
States, were estimated in 1940 to be worth $11,250,000,000; farm im- 
plements and machinery, $1,596,000,000; livestock (a form of capi- 
tal), $5,024,000,000; railroads and their equipment, $26,000,000,000' 
and private waterworks, $12,597,000,000. 

The first three of these five items are unquestionably capital, as we 
have defined the term; but railway companies and private water 
companies doubtless include in their valuations certain items of non- 
capital, such as land, franchises, and so on. A number of deductions 
would have to be made, therefore, before our picture could be con- 
sidered correct. Additions also would be necessary, for the figures 
gwen above do not include the value of factoiy buildings, or of 
iinproyements such as the clearing, draining, and fencing of agri- 
cultaral land. At best, then, the above estimates are merely suggestive 
of the large quantity of capital essential to the conduct of present-day 
economic projects. 

An examination of the world about us shows that we are regularly 
turning immense quantities of natural resources into goods that can- 
not give^ direct enjoyment to human beings, but do so in an indirect 
or roundabout way. No direct enjoyment is derived from the opera- 
tion of an oven in a baking establishment. Consequently, it could not. 
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by any stretch of the imagination, be called a consumers" good. How- 
ever, an oven is distinctly useful in that it contributes to the produc- 
tion of bread, which is, of course, a consumers" good when it comes 
into the possession of himgiy human beings. 

Capital, then, is one of the most important factors of production. It 
is generally recognized as an essential part of any highly productive 
economic order. Even the extreme economic radicals of today have 
but little fault to find with the use of capital; and few, if any, would 
suggest seriously that we do away with its use and revert to the old- 
time hand method of manufacture. If we did this, we should all suffer 
by reason of having less goods to consume. The socialists believe, 
however, that capital should be owned and controlled collectively, 
and not by private individuals as is the case in capitalist economies. 

The Business Enterpriser.^ The fourth and final factor in pro- 
duction is the business enterpriser, who is the person that assumes the 
ownership and hence the risks of business. The enterpriser has to pay 
for the use of the land, labor, and capital employed in his business, 
and hopes to receive for the goods produced an amount larger than 
his total expenses. If he does so, he reaps profits. But he may have to 
take losses. Therefore, he is clearly a risk-bearer. 

We must emphasize the fact that ownership, and not management, 
is the distinguishing characteristic of the business enterpriser. A 
business executive who commands a salary of $100,000 a year is not 
an enteipriser but a high-grade laborer who is paid wages ( or salary ) , 
unless he is at the same time an owner, or part ovmer, in the under- 
taking. On the other hand, a wealthy man who buys an interest in a 
business is by virtue of that purchase an enterpriser, though he takes 
no part whatsoever in the actual operation of the business. By the 
same token, eveiy person who owns one or more shares of stock in 
, any business corporation is, to the economist, a business enterpriser. 
By buying stock, he becomes a part owner of the business, and in 
accepting the responsibilities of ownership he becomes, by definition, 
a business enterpriser. The corporation itself, since it is a group of 
stockholders, is a business enterpriser, as we have defined the term 
(though it is more often called a business enterprise) and this is true 
regardless of its size. 

Since some business concerns have hundreds or thousands of part 
owners, there are many more enterprisers than enterprises. But there 

®Many writers use the term ‘‘entrepreneur"' instead of “enterpriser,” and 
some English economists prefer the word “undertaker.” 
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are also, in this country, a great many business enterprises, in the 
sense of separate and distinct business units. Tlie reason is that many 
a business unit is owned by a single individual. Many men carry on 
small manufacturing or merchandising businesses, or engage in busi- 
ness on their own account as farmers, lawyers, engineers, physicians, 
and so on. These enterprisers on a small scale are so numerous that 
the National Industrial Conference Board estimates that there are 
more than nine million business enterprisers in the United States, 
We have more than six million farm owners and one and one-half 
million commercial retailers, and these two groups account for a very 
considerable percentage of the total number of enterprisers given 
above. Not all of this large number, it need scarcely be added, are 
successful. Many men attempt to carry on businesses without possess- 
ing the requisite ability. They sooner or later fall by the wayside, and 
their names go to swell the lists of bankruptcies in tliis country. 

Djeect and Indirect Production 

Production is indirect or direct, depending upon whether goods 
are produced wiA or without the use of capital. A famous description 
of direct and indirect production, which has never been surpassed for 
mterest and clarity, is from the pen of a great Austrian economist, 

Bohm-Bawerk. It runs as follows: 

^ A peasant requires drinking water. The spring is some distance from 
his house. There are various ways in which he may supply his daily 
wants Fnst, he may go to the spring each time he is thirsfy^and *ink 
lows°^ hollowed hand. This is the most direct way; satisfaction fol- 
lows immediately on exertion. But it is an inconvenient way, for our 
peasant has to take ks way to the well as often as he is thirsty^ And it is 
an msufficient way, for he can never collect and store any greL ^Itity 
such as he requues for various other purposes. Second, "^he may take a 
log of wood, hollow it out into a kind of pail, and carry his day’s supply 
from the spring to his cottage. The advantage is obvious, but it necSh 
tates a roundabout way of considerable length. The man must spend 

feUed^a’treP^f^th* cutting out the pail; before doing so he must-have 
felled a tree in the forest; to do this, again, he must have made an axe 
and so on. But there is still a third way; instead of felling one free h^ 
afd of frees, splits and hollows them, lays them^end for end, 

^d so constructe a runnel or rhone which brings a full head of water 

between the expenditure of the labor 
XVa ^ water we have a very roundabout way, but, 

tekehkt''®"” IS ever so much greater. Our peasant need no longer 
take his weary way from house to well with the heavy pail on his shoul- 
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der, and yet he lias a constant and full supply of the freshest water at 
his very door. 

Another example. I require stone for building a house. There is a rich 
vein of excellent sandstone in a neighboring hill. How is it to be got 
out? Fii’st, I may work the loose stones back and forward with my bare 
fingers, and break off what can be broken oj0F. This is the most direct, 
but also the least productive way. Second, I may take a piece of iron, 
make a hammer and chisel out of it, and use them on the hard stone— 
a roundabout way, which, of course, leads to a very much better result 
than the former. Third method— Having a hammer and chisel I use them 
to drill a hole in the rock; next I turn my attention to procuring char- 
coal, sulphur, and nitre, and mixing them in a powder; then I pour the 
powder into the hole, and the explosion that follows splits the stone into 
convenient pieces— still more of a roundabout way, but one, which, as 
experience shows, is as much superior to the second way in result as the 
second was to the first. 

Yet another example. I am short-sighted, and wish to have a pair of 
spectacles. For this I require ground and polished glasses, and a steel 
framework. But all that nature oflFers toward that end is silicious earth 
and iron ore. How am I to transform these into spectacles? Work as I 
may, it is as impossible for me to make spectacles directly out of silicious 
earth as it would be to make the steel frames out of iron ore. Here there 
is no immediate or direct method of production. There is nothing for it 
but to take the roundabout way, and, indeed, a very roundabout way. 
I must take silicious earth and fuel, and build furnaces for smelting the 
glass from the silicious earth; the glass thus obtained has to be carefully 
purified, worked, and cooled by a series of processes; finally, the glass 
thus prepared— again by means of ingenious instruments carefully con- 
structed beforehand— is ground and polished into the lens fit for short- 
sighted eyes. Similarly, I must smelt the ore in the blast furnace, change 
the raw iron into steel, and make the frame therefrom— processes which 
cannot be carried through without a long series of tools and buildings 
that, on their part again, require great amounts of previous labor. Thus, 
by an exceedingly roundabout way, the end is attained. 

The lesson to be drawn from all these examples alike is obvious. It is— 
that a greater result is obtained by producing goods in roundabout ways 
than by producing them directly. Where a good can be produced in 
either way, we have the fact that, by the indirect way, a greater product 
can be got with equal labor, or the same product with less labor. But, 
beyond this, the superiority of the indirect way manifests itself in being 
the only way in which certain goods can be obtained; if I might say so, 
it is so much better that it is often the only way! ^ 

Economy of the Indirect Process. The first of Bohm-Bawerk's 
illustrations is an excellent example of a productive process that has 

^Eugen von Bdhm-Bawerk, The Fositive Theory of Capital, New York, 
G. E. Stechert & Company, 1923 (reprint), pp. 18, 19. 


68 


FUNDAMENTALS OF ECONOMICS 

become increasingly capitalistic, and therefore increasingly round- 
about. The peasant at the outset used the direct process of produc- 
tion, but finally was supplied with water by a very indirect or round- 
about process. If we wished to carry the illustration a step further, 
we might cite the water supply systems of our large cities, where the 
amount of capital involved is extremely great but the seiwice rendered 
to the consumers is likewise very great. Though it takes months or 
even years to provide the equipment used in our modem water .sys- 
tems, no one will question that the time is well spent; and-judging 
from this illustration, and from thousands of others that may be 
drawn from daily life— we may say with assurance that usually the 
indirect or roundabout process of industry is decidedly economical in 
the long run. 

Pieces of capital, or producers’ goods, may well be thought of— as 
Bohm-Bawerk suggests-as “friendly allies” in the work of production. 
“Every roundabout way means the enlisting in our service of a power 
which is stronger or more cunning than the human hand; every 
extension of the roundabout way means an addition to the powers 
which enter into the service of man, and the shifting of some portion 
of the burden of production from the scarce and costly labor of 
human beings to the prodigal powers of nature.” 

The Accumulation of Capital. The essential element of this 
indirect process is the use of large quantities of capital. This capital 
is accumulated gradually. It is accumulated because some persons, 
instead of consuming everything they create, decide to save part of 
meir product, or income. Capital accumulation means refraining 
from consumption, and spending for producers’ goods, or capital, a 
part of a money income which might have been spent entirely on 
consumers’ goods. When an individual reduces his consumption of 
ice cream, theatrical performances, excursions, and other luxuries, 
and with the savings thus made purchases machinery— as he may do, 
for example, by buying a share of stock-he is creating capital and is 
himself becoming a capitalist. He is placing part of his income in the 
middle section of our diagram, where it will remain for a time, and 
perhaps peimanently, as an important factor in our industrial process. 

Capital, therefore, in many cases represents self-denial on the part 
ot the savers; but in some instances the savers’ money incomes are so 
I? f would be absurd to say that there has been any sacrifice. 

JNot until a person has a money income larger than he must spend for 
‘^Ibid.,p. 22. 
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iinmediate needs— that is, r surplus-can he save. Capital therefore 
comes into being as a result of a surplus, and, as we have seen, this 
surplus must be invested in producers’ goods before there is any addi- 
tion to the total stock of capital in the country. 

We should add that it may be a corporate instead of an individual 
surplus; for in many instances the directors of a corporation decide 
to use a portion of its profits for the purchase of additional capital, in 
place of distributing it among stockholders in the form of dividends. 

The Nature of Capital. It will be well at this point to emphasize 
the fact that capital consists of goods, and not of money. The business 
man will often speak of his capital in terms of money, but if we were 
to question him closely we should discover that what he really has in 
mind is the concrete goods that his money has purchased, and that he 
has expressed these goods in terms of money simply as a matter of 
convenience. When a manufacturer, for example, refers to his capital 
of $50,000, what he says, in effect, is that he controls land, a factory 
building, machinery, and certain materials, which represent an outlay 
of $50,000. To the economist, all of these concrete goods, except land, 
may properly be called capital. Land, as we have seen, is placed in a 
separate category for reasons which will appear later. 

Unless this economic concept of the term ‘‘capital” is kept clearly 
in mind, confusion is certain to arise. We have seen that cups, buckets, 
and pipe lines are productive because they are producers’ goods (or 
capital) which make it possible, with a given expenditure of human 
effort, to secure a larger supply of water than could be had without 
their aid. Money as such does not, of course, aid in the production of 
water or anything else. But since it is a claim upon economic goods, 
it may be exchanged for cups, buckets, pipe lines, and other useful 
pieces of producers’ goods, and thus it performs a useful function in 
a highly organized society. 

In much of our economic discussion, the issues become far clearer 
whenever we are able to push aside the money concept and get down 
to fundamentals, which usually means speaking in terms of goods. 
Hence, it is recommended that we hold fast to our definition of 
capital as produced goods intended for further production. 

PROnucnoN, Income, Aism Wealth 

Fig. 3 illustrates the process of production employed by man In 
his endeavors to satisfy his wants by utilizing the scarce means 
provided by nature. These scarce means are the natural resources 
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which, as students of economics, we call land. Once the productive 
process has made substantial headway, man finds himself in posses- 
sion not only of land but of capital and unused consumers’ goods as 
well. These material goods are labeled “Weallh (January 1)” in our 
figure, and include all of the desired, scarce, transferable, material 
things in existence at that time. Labor, though not a part of wealth, 
has been included in the diagram for the reason that it is not wealth 
alone, but a combination of wealth and labor, that produces the 
economic goods of which income is composed. In some instances, as. 



Fig. 3. Wealth and Income. 


for example, m the manufacture of machine-made goods, the com- 
^ mation consists of much wealth and little labor; but sometimes, as 
in the case of the non-material goods produced by the lawyer or 
pnysician, much labor and little wealth are used. 

The^ central part of our diagram shows, under the heading “In- 
come the personal services, new consumers’ goods, and new capital 
S! «^ste°ce in that year. Income for the year con- 

economic goods, material and non-material, 
and produced by labor used in combination with land 

goodX d^'f eonsumers’ 

goods held over from the preceding year. 

shortTvTd consumers’ goods are 

short-hved. Though their effects may endure, the services tLmselves 
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do not. Blit the new consumers' goods and new capital produced in a 
given year are unlikely to be wholly used up in that period of time. 
Hence we have indicated, by the shaded sections of that part of the 
diagram that appears as "‘Wealth (December 31)/' the addition of 
sufficient new capital and consumers' goods not only to replace the 
wealth of these kinds that was used up during the year, but to give 
society on December 81 a net increase in wealth as compared with 
its stock of such goods twelve months earlier. Strictly speaking, the 
quantity of land has been reduced somewhat during this period, 
because coal, ii'on oi*e, petroleum, and other natural resources have 
been turned into capital or consumers' goods in the course of the year. 
But in an expanding economy, there is a net gain in wealth; the 
volume of production may be expected annually tO' exceed the volume 
of consumption, with a consequent increase in total wealth ( in terms 
of physical goods, but not necessarily in monetary terms) year by 
year. 


Production is the creation of utility. 

Utility is that relationship of a good to a human being which is 
expressed by saying that the good is desired by the human being. 
("Utility" is synonymous with "wantedness" and "desiredness.") 

Land is natural resources created without the aid of labor. 

Labor is human energy expended for the purpose of acquiring 
income. 

Capital (or producers" goods) is produced goods intended for fur- 
ther production. 

A business enterpriser is a person that assumes the ownership and 
hence the risks of a business. 


1. Define "production” and "utility." 

2. How can we determine whether a given member of society is a 
"producer"? 

3. List the several types of utility created by economic workers, and 
give iliustrations (not taken from the text) of each type. 

4. On what basis may we classify, as creators of specific types of utility, 
such workers as bookkeepers, typists, office boys, accountants, and 
janitors, who may be found in businesses of all kinds? 

5. Some business men speak of their manual laborers and machine op- 
erators as “producers," but refer to the office force as "non-pro- 
ducers." Is the designation a sound one from the point of view of 
the definition in the text? Why or why not? 
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^ lli^t annual expenditure for newspaper advertising in the 

7. What is “unproductive” advertising? Illiistate with an example not 

cited m the text. k' ^ 

8. Name^a form of economic activity that might seem to fit into at least 
two of the five classifications of utility. 

Defend 

11. Define “labor.” 

12. Compare the dictionary definition of a “professionar with the eco- 
nomic concept of a laborer.” 

Sr are there in the United States, and how are 

enXatorT^ numencaUy among the general fields of economic 

14. Distinguish between “land” and "capital.” 

15. ‘Capital” is sometimes called “producers’ goods.” Do you consider 

this an appropriate term? Why or why not? ^ consiaer 

17 is the socialist attitude toward the ownership of capital? 

17. Distinguish between laborer” and “business enterpriser.” 

19 maTtr performed by the business enterpriser. 

' ^tS? ®®*tmated number of business enterprisers in the United 

d!mtion? diiference between “direct” and “indirect” pro- 

dSor™^^^' “^e°t pro- 
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22. In what two important ways does society benefit from the use of 
the indirect process of production? me use or 

S' S^i^at'dn accumulated. 

4. Of what does capital consist? Is money “capital"? Explain 

S' F% 3^3 h ® a/'^^apitahst” in nfodern economic life? 
ZD. btudy Fig. 3, and be prepared to explain how it iiliistrates the hm 

y y utihzing the scarce means provided by nature. 

References for Further Reading 

®'‘>ny,£;.fSlr’"” New York, Henry Holt & Com- 

A&ertismg, Chicago, Richard 

Rconomte, London, Macmillan & Co.. 

TuSllT^C^T Mover’s Uoice, New York, John Day Co., Inc., 1934. 
I Siny,’ New York, Harcourt, Brace 


5. The Arrangement of the 
Productive Factors 


Jy ot only mmt land, labor, and capital be brought together and 
formed into a going machine, but they must be employed in the 
proper proportions if production is to be efficient and therefore eco- 
nomical. Unless they are so employed, the maximum product that 
might be had through the use of a given quantity of land, labor, and 
capital will not be attained. 

The Law of Diminishing Retubns 

This fact has long been understood, but its full significance has not 
always been appreciated. The possibility of affecting the return from 
a given piece of land by varying the quantities of labor and capital 
employed on it, found early expression in the Law of Diminishing 
Returns which a famous economist, John Stuart Mill, called the ‘most 
important proposition in political economy/" 

Statement of the Law. The Law of Diminishing Returns is 
usually stated about as follows: ‘In a period during which there are 
no changes In the methods of production, if successive units of capital 
or labor ( or both) are applied to a given quantity of land, then, after 
a certain point has been reached, each additional unit of these variable 
productive agents will add to the total product a smaller amount of 
product than was added by the preceding unit."" The law is applicable 
to land of all kinds, but its workings may be seen most readily in 
agriculture, since here the productive agents are relatively simple 
and the product is easily measurable. 

DiminisMiig Returns in Agriculture, An actual experiment in 
southeastern Kansas, conducted for the purpose of ascertaining the 
effects of varying applications of fertilizer in the growing of wheat, 
has provided data which contribute to an understanding of the prin- 
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ciple of diminishing returns/ The results of the experiment are given 
in Table 2. 


Table 2. Effecjts of Bone Meal toon the Yield op Wheat in 

Southeastern Kansas 


Varying Quantities of Bone 
Meal (capital) 

Total 

Product 

(bushels) 

Marginal 

Product 

(bushels) 

Value of Marginal 
Product at 

$1.00 

$ 1.20 

$1.40 

No bone meal used 

10.6 





1 unit (total 30 lbs.) used 

14.9 

4.3 

.$4.30 

$ 5.16 

$ 6.02 

2 units (total 60 lbs.) used . . 

17,3 

2.4 

2.40 

. 2.88 

3.36 

3 units (total 90 lbs.) used . 

1 18.7 

1.4 

1 40 

1 68 

1 oc 

4 units (total 120 lbs.) used. . . 

19.5 

.8 

.80 

.96 

1.12 

5 units (total 150 lbs.) used . . . 

19.9 

.4 

.40 

.48 

.56 

6 units (total 180 lbs.) used 

20.2 

.3 

.30 

.36 

.42 


This table shows the effects of varying quantities of bone meal 
(which is one of many forms of capital) when used in conjunction 
with fixed quantities of other kinds of capital (such as seed and im- 
plements) and a fixed quantity of labor on a fixed quantity (one 
acre) of land. Under the conditions outlined, any changes that occur 
in the total product must, of necessity, be due to changes in the 
quantity of the variable factor, bone meal.® 

Our figures show that each increase in the number of units of this 
factor brings an increase in the total product. If no bone meal is used, 
the fixed quantity of other kinds of capital, plus labor, produces 10.6 
bushels of wheat on an acre of land. If one unit (30 pounds) of 
fertilizer is applied, the total product jumps to 14.9 bushels. The 
increase in product continues throughout the entire illustration, the 
greatest total product (20.2 bushels per acre) being obtainable with 

the application of 6 units (or 180 pounds) of bone meal 

It IS difficult to state Ae Law of Diminishing Returns simply and 
yet clearly, and it sometimes happens that the conditional clause-“if 
successive units or capital or labor (or both) are applied to land”— 

of Department 

unifoTO weather conditions, an e.xperiment of this 
diffl^t several separate acres of similar land (each with a 

different quantity of the vanable factor), the results may properly be said to 
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gives students the Impression that the enterpriser applies first one 
unit, then another, then a third, and so on. Certainly this is not the 
sort of thing that ordinarily occurs in farming or any other economic 
process. A producer of wheat would know from actual experience, or 
perhaps from experiments carried on by agriculture experimental 
stations, approximately how much bone meal to apply, and he would 
apply it all at once and not in a half-dozen successive doses. Table 2 
should be read, then, as a series of statements of what would happen 
if the several conditiom there set forth were met. What the experi- 
ment proved, and what the table says, is that, with the given com- 
bination of land, labor, and capital other than bone meal, the enter- 
priser would get 10.6 bushels of wheat from his acre; if to this 
combination he should add one unit (30 pounds) of bone meal, he 
would get 14,9 bushels, instead of 10.6 bushels; if he should use two 
units (a total of 60 pounds) of bone meal, he would get 17.3 bushels 
of wheat instead of the 14.9 bushels that he would have had with the 
use of but one unit of bone meal; and so on. 

The Point of Diminishing Returns. The third column of the 
table (giving marginal product, in bushels) shows clearly that, 
though the total product makes a steady increase, this increase, “after 
a certain point has been reached,” is at a diminishing rate. If no 
fertilizer at all is used, the total product is 10.6 bushels and if one unit 
(30 pounds) is applied, the total product is increased by 4.3 bushels. 
This increase, because it represents a difference in the total product 
brought about by the use of a single, or “marginal,” unit of the vari- 
able agent of production, is called the “marginal product.” The use 
of a second unit of the variable agent brings, it will be observed, a 
marginal product of only 2.4 bushels; and the gains through the em- 
ployment of third, fourth, fifth, and sixth units are still more dis- 
couraging, the use of the final (or sixth) unit resulting in a total 
product only three-tenths of a bushel greater tiian if this unit had not 
been employed. 

The question now arises as to die exact position of the “certain 
point” to which reference has been made. In our illustration, the point 
in question is that at which the first unit of the variable agent has 
been applied, for this is the point beyond which further units of the 
agent cannot be employed without a decline taking place in the 
marginal product. Of course, the point of diminishing returns will 
not always coincide with the first application of the variable factors, 
but it will inevitably be that point in the productive process beyond 
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which “each additional unit of these productive agents will add to 
the total product a smaller amount of product than was added by the 
preceding unit.” That is, it will always be the point at which the 
marginal product is at its maximum. 

It is entirely possible ( though on this matter our illustration throws 
no light) that, up to the point of diminishing returns, each additional 
unit might bring a greater marginal product than was added by the 
preceding unit, or, again, a yield exactly equal to the marginal prod- 
uct of the preceding unit. When results such as these are e.\perienced, 
they are known as “increasing returns” and “proportional returns,” 
respectively, but these two conditions need not occupy our attention 
further at this time. 

A Note on Product” and “Value.” The Law of Diminishing 
Returns is certain to prove confusing unless the student keeps steadily 
in mind the fact that the “product” referred to in the statement of the 
law is physical product, and not the value of that product as expressed 
in price. Therefore, the point of diminishing returns does not neces- 
sarily indicate the point beyond which it is unprofitable to carry 
cultivation. Whether it will pay the farmer to push cultivation beyond 
the point of diminishing returns depends upon his costs of production 
and the price at which the commodity in qtiestion is selling. 

The Point of Most Profitable Use. The last three columns of 
Table 2 show the money value of the several increases in yield when 
wheat is bringing $1.00, $1.20, and $1.40 a bushel, respectively. The 
estimated cost of each unit (30 pounds) of bone meal is 75 cents. 
With these figures before us, the money gains or losses that will be 
experienced through the use of more or fewer units of this variable 
factor may be easily calculated. 

Our farmer will naturally continue to apply bone meal as long as 
the money return for the marginal product is greater than the outlay 
for additional fertilizer, but he will certainly do his best to stop before 
the marginal product is so slight as to bring in a smaller revenue tha n 
the cost of a unit of bone meal. If wheat is selling at $1.00 a bushel, it 
mil pay him to use four units, for the use of the fourth unit is followed 
by a marginal product amounting to eight-tenths of a bushel, which 
will sell for 80 cents, while the fertilizer costs but 75 cents. It will not 
pay, however, to use a fifth unit, since the extra cash return (for the 
extra four-tenths of a bushel ) would mean a net loss of 35 cents. 

An exainination of the other two columns reveals the fact that the 
fourth unit is, in each instance, the last unit of bone meal that the 
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intelligent farmer ( in possession of all the necessary factors ) would 
employ. If, however, the price of wheat were $2.00 a bushel, it would 
pay to employ five units of fertilizer, since the marginal product of 
the fifth unit would then sell for 80 cents, with a net gain of 5 cents.® 
In Table 3, in which wheat is assumed to be selling at $1.00 a 
bushel, the point of most profitable use is shown with particular 
clarity. By subtracting the total cost of the bone meal from the amount 
received from the sale of the total product, we may ascertain, at each 
stage of our illustration, how much of the total receipts remains avail- 
able to pay for the otlier agents of production (land, labor, and 


Tabm! 3. The Point of Most Pbofitablb Use in the Employment 
OF Bone Meal in Wheat Production 

(Based upon data in Table 2) 


Units of 

With Wheat at 

I $1.00 per Bushel 

i ... .. 

Total Cost of 
Bone Meal, at 

Total Amount Available 
to Pay Productive 

Bone Meal 

Total 

Product 

Total 

Ileceipts 

75 Cents per 
Bushel 

Agents Other than 
Bone Meal 

0 

10.6 bu. 

$10.60 

$0.00 

$10.60 

1 

14.9 bu. 

14.90 

0.75 

14.15 

2 

17.3 bu. 

17.30 

1.50 

15.80 

3 i 

18.7 bu. 

18.70 

£.25 

16.45 

4 ' 

19.S bu. 

19.50 

3.00 

16.50 

5 

19.9 bu. 

19.90 

3.75 

16.15 

6 

20.8 bu. 

£0.20 

4.50 

15.70 


capital other than bone meal) used in the raising of wheat. Since, in 
our example, these other agents are exactly the same in all seven 
phases of the experiment, the point of most profitable use is bound to 
be the point at which the amount available for remunerating these 
agents Is greatest The table shows that tibis amount is greatest when 
four units of bone meal are used. Hence, the point of most profitable 
use is the point at which four units of bone meal are employed, when 
the cost of bone meal is 75 cents a unit and the price of wheat is $1.00 
a bushel. Of course, a change in either of these items might shift the 
point of most profitable use. 

^ In these calculations no allowance has been made for increased cost in 
harvesting and marketing tlie extra yields of wheat. But the cost in the case 
of a crop o£ this kind is a small on©. 
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Exhaustion of Soil Fertility. It must be emphasized that the 
diminishing returns we have been discussing are not the result of 
exhaustion of the fertility of the soil. It is true that, if the chemical 
elements necessary to plant growth (nitrogen, phosphorus, and so 
on) are not returned to the soil from year to year, the fertility will 
gradually be exhausted and the land will produce in successive 
years smaller and yet smaller crops. But this decline in yield must 
be charged to unscientific use of the land— amounting, in effect, to 
mining instead of farming the soil— and not to the operation of the 
principle of diminishing returns. The experiment we have used for 
illustrative purposes takes no account of whether the soil Is rich or 
poor. The Law of Diminishing Returns is applicable to land of any 
given degree of fertility. 

We may remark, parenthetically, that ignorance is no excuse nowa- 
days for permitting impoverishment of the soil through lack of re- 
plenishment of the necessary plant food. A farmer may now have his 
soil analyzed, and thus discover in what properties it is deficient, IL 
then, he allows his farm to " mn down,^' he is no more deserving of 
sympathy than is the manufacturer who fails to make provision for 
the replacement of factory machinery as it wears out. 

Influences Counteracting Diminishing Returns. Toward the 
end of the eighteenth century, and early in the nineteenth, Thomas 
Robert Malthus, an English clergyman, wrote a series of essays deal- 
ing with economic problems. In these essays he pointed out that a seri- 
ous situation might eventually arise by reason of ( 1 ) the tendency of 
population to multiply rapidly, and (2) the resistance of nature to 
man’s attempts to increase indefinitely the agricultural product to be 
had from a given amount of land.^ In other words, Malthus saw, as he 
thought, that population was increasing much more rapidly than the 
means of subsistence (by which he meant, primarily, foodstuff ); and 
he indicated that, because of the discrepancy between the two, a 
clash was inevitable unless measures were adopted to avoid it. 

But we find that overpopulation, in the sense of numbers too great 
for the available food supply, has not been experienced by the world 
as a whole. And because world population is now greater than ever 
before, and yet food per capita is more abundant than at any time in 
the past, some persons have supposed that the Law of Diminishing 
Returns has been disproved. This supposition is false, and arises from 

^ Malthus did not mention specifically the principle of diminishing returns, 
hut his doctrine appears to have been based on this principle. 
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a misinterpretation of the law. For the law has, as one of its condi- 
tions, no change in the methods of production; and agriculture, as we 
know, has taken tremendous strides in the past centu 3 y and a half. 
Moreover, men have not confined their activities to fixed quantities 
of land, but have spread throughout the world and have brought 
under cultivation great stretches of new agricultural land. Finally, 
the rate of increase of population, which gave Malthus cause for 
alarm, has declined appreciably in recent years. > 

Discarding now the references of Malthus to increases in popula- 
tion, and considering only the question of diminishing returns, we 
may say that if thus far the tendency toward diminishing returns has 
seemed to have no significance as a world problem, it is because of 
certain counteracting influences, such as developments in methods 
of agriculture and the possibility of spreading out over new areas of 
land. Counteracting forces of these kinds have unquestionably served 
to offset some of the effects of the Law of Diminishing Returns, but 
this does not mean that the principle of diminishing returns has not 
been operating all the while. 

Though the introduction of improved methods of farming has 
brought a larger yield per acre for a given expenditure of human 
effort and capital, even the most scientific agricultural methods will 
not enable a fanner indefinitely to apply labor and capital to a field 
without experiencing diminishing returns. Fanners know from experi- 
ence that diminishing returns result from excessive applications of 
labor or capital, or of labor and capital, to a given quantity of land, 
and, noting the decline in marginal product as more and more units 
of the variable factors are applied, they seek to avoid diminishing 
returns by increasing the acreage under cultivation. 

The fact that diminishing returns have not yet resulted in great 
deprivation and suffering does not, then, in any sense invalidate the 
Law of Diminishing Returns. The law has been working right along, 
and its effects may be observed by an examination of specific pieces 
of land. Indexed, the experiment described in Table 2 serves to show 
concretely, and not merely theoretically, the way the Law of Dimin- 
ishing Returns actually works on a given piece of land. The influence 
of this principle upon the actions of individual farmers is apparent, 
for diminishing returns have caused them in many instances to adopt 
extensive instead of intensive methods of cultivation. And the im- 
portance of diminishing returns as a world problem will become 
evident whenever (should such a time come) we have reached a 
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fixed state in agricultural knowledge and practice, and at the same 
time are compelled to limit agricultural activities to a fixed quantity 
of land; in a word, whenever the conditions laid down in the Law of 
Diminishing Returns apply throughout the world. 

The Variable Factor or Factors. In an earlier paragraph, refer- 
ence was made to several kinds of capital that might be used in the 
growing of wheat. Of the three kinds mentioned (seed, implements, 
and fertilizer), fertilizer alone has thus far been considered as a 
variable. This, indeed, was the only variable factor employed in the 
actual experiment, and through the application of varying quantities 
of this one factor the practical importance of the Law of Diminishing 
Returns was demonstrated. 

But it will readily be seen that seed or implements might have been 
used in place of bone meal as the variable factor; or any two, or all 
three, of these different types of capital could have been employed in 
the experiment, and in each instance diminishing returns would have 
been experienced. Seed, of course, is an essential in the production of 
agricultural crops, but if seed should be applied to a given plot of 
land in steadily increasing quantities, a point would eventually be 
reached beyond which each bushel of seed, while adding something 
to the total product, would be less effective than the preceding bushel 
in increasing the total product. This is true also of the employment of 
successive units of farming implements, or machinery; and, likewise, 
of capital as a whole. 

If the quantity of labor, instead of capital, should be increased unit 
by unit, the result would be similar in nature to that brought about 
by varying the quantities of capital. The Law of Diminishing Returns 
describes, therefore, the effects of increasing applications of capital 
or labor. And it descaribes equally well the effects of increasing appli- 
cations of capital and labor; for if both of these factors should be 
made variable, land alone remaining fixed in quantity, diminishing 
returns would inevitably set in after a certain point had been reached 
in the use of the variable factors. We shall not take the time that 
would be required to trace through, step by step, each of these possi- 
bilities. The skeptical reader may do this for himself. 

Possibility of Negative Returns. It is conceivable that the vari- 
able factors might be used in such exceedingly large quantities that 
the total as well as the marginal product would decline. Seed might 
be sown to so great an extent as to crowd the stalks of wheat and 
interfere vrith proper heading and ripening. Fertilizer might be used 
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in excess, and the plant life be ‘'burnt out’* as a consequence. Workers 
might be employed in such large numbers as to trample the crop 
underfoot, and so on. The question is a purely academic one, of 
course, since it is extremely unlikely that a farmer would be so foolish 
as to continue to apply expensive agents of production if their addi- 
tion brought a smaller money return than their cost. But our illustra- 
tion shows how the positive increases tend to become progressively 
smaller, and may even be turned into negative increases^ or positive 
losses. 

DiminisliiBg Retimis on Building Sites. In the construction of 
buildings, as in agriculture, there is a tendency toward diminishing 
returns.® Modem methods of constmction make it physically possible 
to erect buildings reaching 150 stories, but this does not mean that it 
is economically feasible to do so. To begin with, a tall building must 
have a more substantial foundation than a low one. Moreover, larger 
quantities of the agents of production, or agents of better quality, 
must be used in building a high story of a skyscraper than in building 
a lower story. If the sixtieth floor of a building contains offices dupli- 
cating exactly, in number and arrangement, those on the fifty-ninth 
floor, the chances are that it presents an illustration of the principle 
of diminishing returns, since more or better capital and labor are 
required in constnicting the sixtieth story than in constmcting the 
fifty-ninth. For example, the higher in the air a builder goes, the 
greater is his outlay— in tenns of capital and labor— for hoisting the 
building materials to the level on which they are to be used. That is 
equivalent to saying that the marginal product per unit of capital and 
labor declines after a time. 

We shall not be able to determine the exact point of diminishing 
returns in our consideration of building sites, as we could when deal- 
ing with agricultural land. In agriculture the units of product ( such 
as bushels of wheat) produced on a piece of land are alike and may 
readily be measured. But no two rooms in an office building are iden- 
tical, even though they are exactly alike in size and other physical 
aspects; for no two offices can have precisely the same location, and 

5 As will be explained in our treatment of variable proportions, which ap- 
pears later in tlie chapter, diminishing returns occur (after a certain point has 
been reached) whenever varying quantities of any agent or agents or produc- 
tion are used in combination with fixed quantities of any agent; and they are 
found not only in agriculture and the construction of buildings, but also in 
mining, fishing, lumbering, merchandising, transportation, manufacturing, and, 
in short, in all forms of economic activity* 
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location is, in this instance, an important factor. Consequently, 
though we may easily measure bushels of grain, it is not possible to 
measure, with any great degree of accuracy, the units of convenience 
aflForded by a building of one kind or another. 

But though we cannot locate, in the case of building land, the 
definite point of diminishing returns, we may say with assurance that 
such a point does exist. Diminishing returns relate, as we have seen, 
to physical product, but decreases in the amounts of the successive 
increments of agricultural product are reflected in the progressively 
smaller values of these successive increments. After a time, the value 
of the increment obtainable through the use of additional units of the 
variable factors becomes so slight that it seems unwise to make fur- 
ther applications. The point of most profitable use has now been 
reached; and there is no reason to believe that this point can be 
reached until the point of diminishing returns has also been reached, 
and probably has been passed. 

Most Profitable Use of Building Sites. In the use of building 
sites, as in agriculture, there is a point of most profitable use. When, 
in the use of building land, there comes a point beyond which the 
money return does not justify the money expenditure, the point of 
most profitable use has been reached. 

Business men, of course, are interested primarily in the point of 
most profitable use, and we may note, in this connection, a specific 
instance of such interest. Some years ago, the American Institute of 
Steel Construction made a study, covering a period of two years, 
which was undertaken with the hope of determining the most eco- 
nomical height of buildings. “Plans for eight buildings of varying 
heights were drawn and estimates of income, operating expenses 
and construction and land costs were made. The net return on a 
fifteen-story building was 6.43 per cent; on a twenty-two-story 
structure, 7.75 per cent; thirty-story, 8.50 per cent; thirty-seveii-story, 
9,07 per cent; fifty-story, 9.87 per cent; sixty-three-story, 10.25 per 
cent, and on a seventy-five-story building the return began its decline, 
going down to 10.06 per cent. These estimates were based on struc- 
tures constructed on land valued at $200 a square foot.” ^ 

The point of most profitable use varies, naturally, with the price of 
land, which is a reflection of its relative scarcity. Though a building 
sixty-three stories in height was found to be the most economical 
when land was worth $200 a square foot, the maximum return came 

® From The New York Times, September 22, 1929. 
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from a seveiity-five-stoiy building on land worth $400 a square foot. 
The study showed that, with land at this latter figure, the net return 
from a building disappeared entirely when 131 stories were reached. 

The Law of Variable Proportions 

To the earlier economists the phenomenon of diminishing returns 
appeared to relates only to land. It remained for later students of 
economics to show that the principle has a much wider application 
than was originally supposed. It is now recognized that labor and 
capital, as well as land, are subject to diminishing returns, and the 
economic statement setting foiih this fact is known as the Law of 
Variable Proportions J 

Statement of the Law. Following is a statement of the Law of 
Variable Proportions: ‘In a period during which there are no changes 
in the methods of production, if successive units of one or more pro- 
ductive factors are used in conjunction with a given quantity of any 
other factor, then, after a certain point has been reached, each addi- 
tional unit of the variable factor or factors will add to the total prod- 
mt a smaller amount of product than was added by the preceding 
unit'' 

This law is in fact merely an extension of the Law of Diminishing 
Returns, and it says, in effect, that if variable quantities of land and 
labor are used in combination with a fixed amount of capital, or vari- 
able quantities of land and capital are employed with a given amount 
of labor, then diminishing returns will eventually appear just as they 
appear in the case of long-continued applications of capital and labor 
to a fixed quantity of land. 

The Effects of Changed Proportions. Once the Law of Dimin- 
ishing Returns is thoroughly understood, it becomes evident that 
diminishing returns are attributable to changes in the proportions 
of the several productive agents that occur whenever an addition is 
made to the quantity of the variable factors in use. Now these pro- 
portions change no less certainly when either capital or labor is the 
fixed factor, than when the quantity of land remains unaltered. If one 
productive agent is veiy scarce and therefore expensive, and, as a 

nt is called, also, the I.aw of Diminishing Productivity and the Law of 
Proportionality. Tlie latter name is that favored by Professor Carver, who has 
described the principle and its application at considerable length. See T. N. 
Carver, The Distribution of Wealth, New York, The Macmillan Company, 
1913, chap. 2; also, by the same author, Essays in Social Justice, Cambridge, 
Harvard University Press, 1922, chap. 7. 
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consequence, tlie more plentiful factors are used In increasingly large 
amounts while the very scarce agent is held constant, the proportion 
of each factor to the other factors has obviously been changed. The 
inevitable result, after a certain point has been reached, is diminish- 
ing returns. Our study of the Law of Diminishing Returns showed' 
how this change in the proportions of the agents acts when land is 
the scarce factor, bringing an increase in product per unit of land, but 
a decrease per marginal unit of capital and labor, the more abundant 
factors. 

Variable Proportions in Agricnltnre. If capital is the scarce or 
fixed factor, and increasing quantities of land and labor are used in 
connection with it, then, after a time, diminishing. returns will again 
be experienced, with the product per unit of capital steadily increas- 
ing (since total product increases while capital remains constant)., 
but the marginal product per unit of land and labor diminishing. 
Hence, if land and labor (being abundant) are cheap, and capital 
(being scarce) is expensive, a fanner might find It profitable to use 
more and more land and labor in connection with a fixed quantity 
of capital 

This would mean, in the case of a com crop, planting more acres in 
corn but cultivating less often with machinery, since farming imple- 
ments (being capital) would be definitely limited in quantity and if 
employed on both old and new fields could not be used on each acre 
as intensively as before. An abundance of hand labor for seeding, 
stone-picking, and so on, would 'help, to overcome the shortage' of 
capital; but the arrangement would certainly in time bring diminish- 
ing returns per marginal unit of land and labor, though an increase in, 
total product. If the variable factors were sufficiently elieap, it might 
pay the faraier to carry cultivation far beyond the point of diminish- 
ing returns. 

In like manner, if labor were very scarce and land and capital were 
abundant, it might pay the agricultural enterpriser to change the 
proportions of his business arrangement, economizing on labor and 
being more generous in the use of acres and machinery. This policy 
likewise would lead to diminishing returns, with only a small return 
in marginal product for each additional unit of land and capital em- 
ployed, but it would result in a greater return per unit of labor, the 
scarce factor. Agriculture of this type is common in the so-called 
‘^com belt” and *‘wheat belt” of the United States, where a few farm 
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hands, with the most modem agricultural machinery, cultivate hun- 
dreds and even thousands of acres of land. 

Variable Proportions in Manufacture. The possibilities of 
using variable propoiiions might be shown in almost any form of 
business eiiter|nise, but one further illustration, taken from the field 
of manufacturing, will be sufficient for our purposes. 

We have already seen that, in the case of an office building, the use 
of additional quantities of labor and capital on a fixed amount of land 
brings diminishing returns. This is true also in factory constmction, 
since here, as in the case of office buildings, increased height renders 
the use of additional units of labor and capital progressively less 
productive than the foimer units, after a certain point has been 
reached. Here, then, is an instance of diminishing returns in manu- 
facture, when land is the scarce factor and is therefore used in limited 
quantity. 

But iiF land and labor are both plentiful, while there is a scarcity of 
capital, the intelligent manufacturer will employ capital sparingly 
and at the same time will use large quantities of the other factors. 
Under these circumstances, the factory building may be made to 
cover a large area, but reach the height of only a floor or two, instead 
of three or four. Workers, too, will probably be hired in large numbers 
to assist those who are operating machines and using tools, so that all 
capital may be made to perform maximum service. The result will be 
a large product per unit of capital^ but diminishing returns as regards 
one or both of the other factors. 

The manufacturer, like the farmer, will economize in the use of 
workers if labor chances to be the scarce factor. This condition would 
indicate the desirability, from the point of view of net financial 
return, of employing large quantities of capital and spreading out 
over a considerable amount of land. This would mean, of course, the 
use of the latest and best labor-saving devices, so that a very little of 
the expensive factor, labor, could be made to go a long way in the 
manufacturing process. The effect of this arrangement of the produc- 
tive factors would be a large product per unit of labor, but diminish- 
ing returns so far as units of land and capital were concerned. 

An Example of Variable Proportions. Table 4 is a hypothetical 
illustration of the operation of the Law of Variable Proportions. In 
this example, the quantity of labor and capital is assumed to be fixed. 
The table indicates the total and marginal products that accompany 
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the use of varying quantities of land in connection with the fixed 
quantity of labor and capital. 

Table 4. Effects of Using Varying Quantities op Land in 
Combination 'WITH a Fixed Quantity of Labor and Capital 


Number of 
Combination 

Units of 
Land 

Units of Labor 
and Capital 

Total Product 
(bushels) 

Marginal Prod- 
uct (bushels) 

1 

4 

10 

100 


2 

5 

10 

115 

15 

S 

6 

10 

1S5 

£0 

4 

7 

10 

15 % 

17 

5 

8 

10 

167 

15 

6 

9 

10 

180 

IS 

7 

10 

10 

189 

9 


In this table, the point of diminishing returns in the use of land is, 
of course, at Combination No. 3, since that combination yields the 
largest marginal product. The point of most profitable i.ise may be 
calculated quite as easily here as in Table 2, provided the rental price 
of land and the selling price of the product are known. If these prices 
are $15 an acre and $1.00 a bushel, respectively, the point of most 
profitable use will be at Combination No. 5, since that is the point at 
which the cost of a unit of the variable agent is precisely equal to the 
return realized from the sale of the marginal product. 

Diminishing Retubns and Costs of PRontrcrioN 

The Law of Variable Proportions, as we have seen, is simply an 
extension of the Law of Diminishing Returns. It points out that 
diminishing returns may occur whenever there is a ''fixed” factor of 
production, whether that factor is land, labor, or capital. 

The Element of Scarcity. In describing the workings of dimin- 
ishing returns, we have sought to emphasize the fact of scarcity, for 
it is only because of the limited quantity of certain productive agents 
that the phenomenon of diminishing returns has practical signifi- 
cance* and, moreover, it is only because of diminishing returns that 
the limited quantity of scarce productive agents is significant. If none 
of the factors of production were scarce, the business man would have 
no reason to economize in their use, and he would certainly not 
endure diminishing returns when he might easily avoid them by 
combining advantageously the equally abundant factors. But the 
truth of the matter is that all productive agents are suflBciently scarce 
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to command a price, and some are at times so limited in quantity as 
to command a very high price. 

The use of large quantities of expensive factors runs up the busi- 
ness mans costs of production, and these in turn are reflected in the 
prices he charges for the commodities or services in question. It is a 
desire to keep down expenses that prompts the enterpriser to econo- 
mize in the use of scarce, costly factors of production, while using 
the plentiful, cheap factors more liberally. Though this economy, if 
long practiced, results inevitably in diminishing returns, it may at the 
same time be ''good business” on the part of the enterpriser. This fact 
is demonstrated conclusively in our example of wheat growing, 
which showed that it sometimes pays to apply the plentiful, cheap 
agents of production to the scarce factor long after the point of dimin- 
ishing returns has been passed. The stopping point for the business 
man is, of course, the point of most profitable use. 

The Poin t of ‘Tdeal Proportions.” Every farm, factory, or store 
is a business unit, in the operation of which land, labor, and capital 
are employed in combination. It is the task of the enterpriser, first, 
to discover the proportions in which these productive agents may 
best be employed, and then to see to it that they are used in these 
proportions, and in no others. The object is to secure not the largest 
possible product for unit of land, per unit of labor, or per unit of 
capital, but the greatest total product in proportion to total costs of 
production. Progressive business men are seeking all the time to find 
the best possible (that is, most profitable) combinations of land, 
labor, and capital. There may arise, for example, the question whether 
to buy a new labor-saving machine and lay off workers, that is, in- 
crease the amount of capital and reduce the quantity of labor. Or, 
again, the problem may bear upon the proportion of capital to land. 
Is it better (the enterpriser may ask himself) to build high or low, 
using less land and more capital, or more land and less capital, as the 
case may be? 

Questions such as these cannot be answered offhand. The most 
advantageous combination of the factors will depend upon their 
relative cost. Expensive agents will ordinarily be used sparingly; 
cheap factors will be employed with a freer hand. In the end, how- 
ever, it will be most profitable to add units of each factor up to the 
point at which the contribution of each unit to the value of the total 
product will exactly equal the cost of the unit. For if, to quote Pro- 
fessor Carver, *‘by increasing any factor there would be added to the 
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total product of the establishment more than enough to pay the cost 
of increasing that factor, obviously it would pay to increase it. Or if, 
by decreasing such a factor, more would be saved in its costs than 
would be lost in the diminution of the total product, it would pay to 
decrease it.” « The point of most profitable use in the utilization of a 
productive agent may be defined, then, as the point at which the 
contribution of each unit of the agent to tlie total product exactly 
equals the cost of the unit. 

Strictly speaking, there is no gain for the enterpriser in the use of a 
unit of an agent of production for which he must pay exactly as much 
as he realizes from the sale of the marginal product that is added 
by the use of this unit. But, as Professor Carver has shown, the enter- 
priser cannot stop short of this point without forgoing some profit, 
however slight, which he might have had by proceeding a httle fur- 
ther in the use of the factor; nor can he go beyond this point without 
incurring some loss which he might have avoided by stopping the 
use of the factor a trifle earlier in the process. Consequently, the point 
at which the cost of the unit exactly equals the additional return 
realized by its use — sometimes referred to by economists as the point 
of indifference”— is the point to which the profit-seeking enterpriser, 
provided he knows his ovra best interests, aims to bring his use of the 
various factors of production. 

Diminishing Returns and the Supply of Land. Diminishing 
returns have no significance apart from a scarcity of productive fac- 
tors, and all of the factors of production are more or less scarce. It 
should be noted, however, that the characteristic of scarcity applies 
with particular force to land. Capital is added to continually through 
the savings of members of society, and the labor supply is being 
steadily increased by growth in population. But the supply of land is, 
in a very real sense, fixed, and in the very nature of things must for- 
ever remain fixed. 

From the point of view of the business man this distinction is not 
particularly important. He thinks of land, as he thinks of labor or 
capital, as a productive agent for which he must pay a price which 
will enter, together with other expenses, into his costs of production. 
For the enterpriser, then, land is in precisely the same position as the 
other agents of production. 

But for the student of economics, who looks at the situation from 
the social point of view, the absolute fixity of the quantity of land 

^ The Distribution of Wealth, BQ, QO. 
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does make a difference. It has a distinct bearing upon the distribution 
of income, as will be indicated in a later chapter. And it may eventu- 
ally prove to be the 'limiting factor' in production, which will set a 
point beyond which world population cannot safely go. It was recog- 
nition of the inability of man to increase the supply of land that 
caused Malthiis to sound a note of warning, and led the earlier 
economists to regard diminishing returns as relating peculiarly to 
applications of units of labor and capital to a fixed quantity of land. 
It is this same scarcity of land that is today chiefly responsible for the 
interest manifested by economists and sociologists in so-called ''popu- 
lation problems/' the most important of which is that of bringing 
about and maintaining a relationship between numbers of people 
and land resources which will make possible a high standard of living 
for all 

Law of Diminishing Returns: In a period during which there are 
no changes in the methods of production, if successive units of capital 
or labor ( or both ) are applied to a given quantity of land, then, after 
a certain point has been reached, each additional unit of these pro- 
ductive agents will add to the total product a smaller amount of 
product than was added by the preceding unit. 

Law of Variable Proportions: In a period during which there are 
no changes in the methods of production, if successive units of one 
or more productive factors are used in conjunction with given quan- 
tities of any other factors, then, after a certain point has been reached, 
each additional unit of the variable factor or factors will add to the 
total product a smaller amount of product than was added by the 
preceding unit 

The point of diminishing returns in the utilization of a productive 
agent is the point beyond which further units of the agent cannot be 
employed without a decline taking place in the marginal product. 

The point of most profitable^ use in the utilization of a productive 
agent is the point at which the contribution of a unit of the agent to 
the total product exactly equals the cost of the unit. 

1. State the Law of Diminishing Returns. 

2. How can we speak of ''diminishing returns” when our illustration 
(see Table 2, "Total Product in Bushels”) shows that the product is 
continually increasing? 
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8. What is the significance of the phrase, 'after a certain point has 
been reached”? 

4. What are “increasing returns” and “proportional returns”? 

5. Distinguish carefully between “total product” and “marginal prod- 
uct.” 

6. “The successive increments to the total product are at a diminishing 
rater Explain the italicized phrase. 

7. Does the Law of Diminishing Returns relate to physical product or 
to the value of that product? 

8. What is the distinction between the point of diminishing returns and 
the point of most profitable use? 

9. In Table 2 is it product per unit of land or per unit of bone meal 
that diminishes? 

10. What relation does the exhaustion of soil fertility bear to the opera- 
tion of the Law of Diminishing Returns? 

11. What observations did Malthus make relative to population and 
foodstuffs, and to what conclusion did these observations lead him? 

12. Since population has increased enormously in the past century, and 
yet food is per capita more abundant than ever before, is it correct 
to say that the Law of Diminishing Returns has been disproved? 
Explain. 

13. Do you see any relationship between diminishing returns and the 
invasion of China by Japan? Explain. 

14. Discuss the significance of diminishing returns in the light of proba- 
ble advances in scientific research. 

15. The Law of Diminishing Returns describes the effects of the in- 
creasing applications of capital or labor, or of capital and labor, to a 
given piece of land. What is the significance of the italicized words? 

16. Explain how “negative increases” might result from excessive ap- 
plications of capital or labor (or both) to a plot of land. 

17. Show that the Law of Diminishing Returns relates to building sites, 
giving an illustration. 

18. Summarize the findings of the American Institute of Steel Construc- 
tion relative to the most economical height of buildings. 

19. State the Law of Variable Proportions. 

20. It is sometimes said that the Law of Variable Proportions is simply 
an extension of the Law of Diminishing Returns. Do you think that 
there are good grounds for making such a statement? Explain. 

21. Explain, by examples, how (a) a farmer, and (b) a manufacturer, 
might vary the proportions of the factors of production used in their 
respective enterprises. 

22. What conditions might induce a business man to make changes in 
the proportions of various productive factors? 

23. What has scarcity to do with the operation of the principle of dimin- 
ishing returns? 

24. How do diminishing returns affect the prices charged for goods? Ex- 
plain. 
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25. What is Professor Carver’s comment as to the most profitable combi- 
nation of the factors of production? 

26. In what way does the supply of land differ from the supply of capi- 

■ tal and labor? 

27. How does the business man’s attitude toward "land” differ from that 
of the economist? 
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6. Economic Specialization 


Svecialization, or differentiation, in economic actimties plays an 
important part in present-day business life. Specialization is one of 
the oldest of economic principles, and is found in communities of all 
kinds, small and large, primitive and modern. However, its usefulness 
depends largely upon the size of the market for the good that is being 
produced, so that specialization tends to increase with the growth of 
population. 

Some Examples of Specialization 

Specialization in Merchandising. A simple example from the 
field of merchandising will show that this is the case. In parts of the 
country that are but slightly settled, goods of many kinds are sold in 
general merchandising stores. Here can be found food, tools, dry 
woods, furniture, and other types of goods likely to be demanded by 
the people of the neighborhood. Often these general merchants deal 
also in such articles as grains and fuel, buying grain from near-by 
farmers and selling them a supply of coal, in addition to the articles 
usually found in a country store. As population grows and villages 
and towns develop where formerly there have been only a crossroads 
and country store, we find new stores opening up, and specialization 
in selling begins to appear. The functions of the general merchant 
are split up, and some storekeepers undertake the sale of groceries, 
others of hardware, still others of dry goods, and so on. 

With a still further increase in population, specialization in mer- 
chandising is carried forward another step. Instead of attempting, 
for example, to outfit an entire family with clothing, one merchant 
decides to confine his sales to men’s wear, another to the sale of 
women’s clothing, while a third specializes in shoes or some other 
single item of wearing apparel. In a more thickly populated area, 
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such as a great city with several million inhabitants, there is a 
tendency toward still greater specialization. The shoe dealer, for ex- 
ample, is quite likely to specialize in either men s or women s shoes, 
rather than try to handle both. 

'SpedaJlzation, in Manufacture. In manufacturing, as in mer- 
chandising, there is specialization. Indeed, a manufacturer seldom 
undertakes to produce a great variety of articles. The manufacturer 
of shoes does not make hats, nor does the hat-maker produce under- 
wear, hosieiy, shirts, and clothing of other kinds. The manufacturer 
of automobiles is likely to confine his efforts to the production of 
motor vehicles, and to produce only a few models instead of a wide 
variety. 

In the field of textiles, which form but one branch—though a very 
important branch— of manufactiiring, we find a high degree of sub- 
division. Not only are there lines of demarcation between silk, woolen, 
and cotton manufacture, but within each of these divisions there are 
still further evidences of specialization. The manufacture of artificial 
silk, for example, is commonly separate and distinct from the manu- 
facture of real silk. And in the field of artificial silk, the production of 
hosiery is conducted separately from the production of silk cloth. To 
note one further stage of specialization in this field, we may mention 
the fact that some manufacturers make only tubular hosiery, whereas 
others, with a different type of equipment, specialize in the produc- 
tion of full-fashioned hosieiy. A similar inquiry into the manufacture 
of woolen and cotton goods would show that these industries, too, 
provide abundant examples of specialization. 

Specialization in Agriculture. In agriculture, also, although to 
a lesser extent, there is specialization. It is quite true that many 
farmers carry on a general farming business, but there are also spe- 
cialists in the field of agriculture. In the Middle West we find a 
“wheat belt” and a “corn belt,” with emphasis upon the products 
indicated by these names. In certain parts of Washington and Ore- 
gon, agricultural specialization takes the form of apple-growing. In 
Florida and California we have specialized producers of oranges, 
and in many states of the South specialization takes the form of 
raising cotton. Thus, even a hurried survey of our economic system 
indicates that there is much specialization in the leading branches 
of industry; and this tendency is likely to increase with the further 
growth of population. 
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Fobms of Specialization 

Specialization by Trade or Profession. Specialization of labor 
takes several forms. The simplest is specialization by trade or pro- 
fession. Whenever a population is sufficiently large to justify certain 
workers in devoting their entire time to a particular trade, we are 
likely to find them concentrating their energies instead of engaging 
in several fields of activity. Thus, we have in modern times skilled 
artisans known as blacksmiths, bricklayers, machinists, cigar makers, 
glass blowers, paper hangers, structural steel workers, and so on. 
An examination of the rolls of organized labor shows that some 
millions of workers in the United States definitely regard themselves 
as destined to follow specialized trades throughout their working 
lives; and there are many unorganized workers who, equally clearly, 
are tradesmen or craftsmen. In some of these trades an apprentice- 
ship of several years is demanded of the beginner before he is 
accepted as a fully qualified member of the craft. 

In the so-called learned professions we find a similar situation. 
The physician, the preacher, and the teacher— like the carpenter, the 
plasterer, and the hod carrier— are specialists. Indeed, in some of these 
professions, as for example in medicine, specialization is increasing 
all the time, though there is still room for the general practitioner. 
There is a distinct tendency for doctors to become specialists in the 
diagnosis and treatment of particular types of human ills. We have 
long had dentists and oculists, who really are simply specialists in 
the field of medicine. Nowadays, we have nose and throat specialists, 
stomach specialists, heart specialists, others who treat only nervous 
and mental diseases, and so on. 

Specialization by Task. Division of labor also takes the form of 
specialization by task. The skilled worker is no longer asked to make 
an article in its entirety. Many tasks that were once done by hand 
are now done by machinery. The trade of shoemaking, to mention a 
single example, has almost disappeared because shoes are today 
manufactured in large factories with the use of elaborate and expen- 
sive machinery, the work being performed by operations which bear 
little resemblance to shoemaking of olden times. In the manufacture 
of clothing, in the meat-packing industry, in the construction of 
automobiles, and in dozens of other important industries, a similar 
situation exists. 

In large-scale clodiing manufacture the tailoring trade has been 
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broken up into a great many separate tasks, so that some 30 to 60 
operations, each performed by a different worker, are now neces- 
sary in making a coat. In some shoe factories as many as 240 proc- 
esses, performed by 100 different workers on 150 different machines/ 
may go into the manufacture of a pair of shoes. According to Mr. 
Ford, 7882 different tasks aided in the production of the “Model T” 
Ford automobile. Division of labor by task, we may safely say, is 
one of the leading forms of specialization, and one that is quite 
definitely on the increase. 

Spedalizatioii by Stages. A third type of specialization is by 
stages OT complete processes. In transforming raw materials into 
finished products the work often takes place under the supervision 
of several different and wholly unrelated producers, each of whom 
considers an article finished when he has made his contribution to 
its progress toward the form in which it is to reach the ultimate 
consumer. In the manufacture of shoes the productive process begins 
with the raising of cattle, and the cattle producer sells his product 
with the feeling that his task is finished. The cattle, however, go to 
a meat-packing establishment where, among other things, the hides 
are removed and sold to a tanning establishment. So far as he is con- 
cerned, the meat packer is now through. The tanner also has finished 
his job when the hide has been transformed into leather and sold 
to the shoe manufacturer. 

The shoe manufacturer himself is merely a step in this long process, 
for, although he feels that his function has been performed when the 
shoes are properly made and ready for use, there is still another 
process to be gone through. The shoes must pass from the manu- 
facturer into the hands of a merchant, and not until the latter has 
delivered them to his customer has the production of a pair of shoes 
actually been completed. Nevertheless, through this long journey 
from the raw material to the finished and marketed product, there 
have been several stages at each of which the job was apparently 
complete. 

Geographical Specialization. A fourth and very important form 
of division of labor is known as geographical or territorial specializa- 
tion. Specialization of this kind is often based upon differences in 
natural conditions. Most of the cotton produced in the world is grown 
in southern United States because the soil and climatic conditions 
are favorable to its growth. For similar reasons raw silk is produced 
in Japan and coffee in Colombia and Brazil, Certain natural resources 
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such as coal, iron ore, and petroleum are, as a matter of course, pro- 
duced in those regions in which they have been deposited by nature. 
Thus certain areas near Lake Superior specialize in the pro uction 
of iron ore, a limited region in the State of Pennsylvania devotes 
most of its economic effort to the mining of anthracite coal, and some 
parts of Texas and Oklahoma specialize in the exploitation of the 
great petroleum deposits of those states. 

In addition to speciahzation on the basis of natural deposits or 
advantages of soil or climate, there is geographical specialization 
that results from developed or artificial conditions. Paterson, New 
Jersey, is famous as a silk center. Akron, Ohio, specializes in the pro- 
duction of rubber goods. Most of the cotton and woolen cloth manu- 
factured in the United States in the past century was made in New 
England, though there is now apparent a tendency to move cotton 
mills to the South in order to be near the sources of raw material and 
cheap labor. Shoe manufacturing has been concentrated in New 
England in the past, but is now proceeding westwarf. In some in- 
stances there have been good reasons for locating a given industry in 
a given city. The availability of water power has often been the 
explanation, but with the development of steam (and, more recently, 
of electricity) as a source of power this reason no long exists for some 
localities specializing in the manufacture of certain goods. In the case 
of industries moving from one region to another, we have evidence 
that in the long run specialization on the basis of natural conditions 
will prevail. For example, it is sensible from the economic point of 
view to manufacture cotton cloth in the South near the basic material, 
provided other conditions are satisfactory, rather than in an area to 
which the raw cotton must be transported. 

The Gains OF Specialization AND Theib Attainment 

Since specialization is so widespread an economic phenomenon, 
it is obvious that it must bring certain gains, or it would not have 
been adopted so widely. The chief social gains to be noted are the 
greater variety and greater cjuantity of goods which result from 
specialization of the types that have been mentioned. Industrial 
progress consists very largely of finding new and better ways of 
production. Specialization has come in response to the demand for 
improved methods. It has unquestionably resulted in greatly enlarged 
production, lessened costs of production, and higher standards of 
living for society in general. The gains that are realized from an 
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application of the principle of specialization may be accounted for 
in. a number of ways, which we shall proceed to examine. 

' Fuller Utilization of Individual Abilities. Specialization en- 
ables a worker to undertake a task that is especially suited to his 
peculiar ability. Some people are particularly adapted for mental and 
others for physical work. The average college professor would make 
a poor showing as a farm laborer, and the farm hand would not be 
much more likely to succeed in the college lecture room. Specializa- 
tion of various kinds makes it possible for almost any person to find 
a place where his talents, physical or mental, great or small, can be 
utilized to advantage. 

A very high degree of specialization, such as is employed in auto- 
mobile plants turning out hundreds of thousands of cars a year, 
makes it possible to provide work for the weak and physically handi- 
capped who, in the al)sence of extensive division of labor, would find 
it difficult or p<a*Iiaps impossible to be self-supporting. Mr. Ford has 
described the physical requirements of the 7882 different jobs which, 
as we have noted, contributed to the production of the “Model T” 
Ford car. “Of these, 949 were classified as heavy work requiring 
strong, able-bodied and practically physically perfect men; 3338 
required men of ordinary physical development and strength. The 
remaining 3595 jobs were disclosed as requiring no physical exertion, 
and could be performed by the slightest, weakest sort of men. In fact, 
most of them could be satisfactorily filled by women and older chil- 
dren. The lightest jobs were again classified to discover how many 
of them required the use of full faculties, and we found that 670 
could be filled by legless men, 2637 by one-legged men, 2 by armless 
men, 715 by one-arrned men, and 10 by blind men.’^ ^ It would be 
hard to find a better illustration of the power of specialization to 
salvage human abilities which in an unspecialized industrial system 
would be largely wasted. 

Attainment of Great Dexterity. In most manual operations 
great skill is acquired only through long training, and retained only 
by constant practice. The idea that practice makes perfect is an old 
one, and its application to economic processes has been recognized 
by writers for hundreds of years. Xenophon, for example, saw that 
specialization made for proficiency and could be employed profit- 
ably when the demand for a product was great. “In small towns,’’ 

^ Henry Ford, in collaboration with Samuel Crowther, My Life and Work,, 
New York, Doubleday, Doran & Company, Inc., 1923, p. 108. 
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he wrote, ''the same workman makes chairs and doors and plows and 
tables, and often this same artisan builds houses, and even so he is 
thankful if he can only find employment enough to support him. 
And it is, of course, impossible for a man of many trades to be pro- 
ficient in all of them. In large cities, on the other hand, inasmuch as 
many people have demands to make upon each branch of industry, 
one trade alone, and very often even less than a whole rtade, is 
enough to support a man; one man, for instance, makes shoes for 
men, and another for women; and there are places even where one 
man earns a living by only stitching shoes, another by cutting them 
out, another by sewing the uppers together, while there is another 
who performs none of these operations but only assembles the parts. 
It follows, therefore, as a matter of course, that he who ■devotes him- 
self to a very specialized line of work is bound to do it in the best 
possible manner f' ^ 

Specialization, then, permits a person to devote sufficient time to 
the practice of a given trade or task to enable him to gain a mastery 
of that trade or task. The degree of skill that can be attained by 
steady practice is sometimes little short of phenomenal. Take, for 
example, the ability to use the typewriter. Anyone who has under- 
taken to learn typing will acknowledge that at first it is a slow and 
difficult process; and yet it is quite easy for the practiced typist to 
write a hundred or more words a minute, and at the same time read 
stenographic notes. The butcher, the baker, the candlestick maker— 
each of these artisans is likely to be a better workman by reason of 
being a specialist in his line. 

Though we have dealt here chiefly with manual dexterity, it 
should be remembered that there is a dexterity of the mind which 
plays a part in most industrial operations, and a predominant part 
in certain types of work. The dentist s skill, acquired through long 
practice, consists as much in knowing whether to pull or fill the tooth 
as in performing the operation once it is decided upon. The lawyer s 
knowledge, gained through pleading hundreds of cases of a par- 
ticular kind, is probably as useful to his client as the gift of oratory 
that enables him to sway juries. In like manner, the dexterity of the 
carpenter, the plumber, and the taxi driver is a mental as well as a 
physical dexterity, and one which is usually most fully developed 

s Xenopbon, Cyropaedia, London, William Heinemann, Limited, 1914, Book 
VIII, ii, 5; Loeb faaiisiation, p. S33. 
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under conditions of specialization. For practice makes perfect in 
mental operations no less than in physical. 

Simplification of Tasks. Specialization renders unnecessary the 
long periods of training that used to be essential in the mastery of 
certain trades. There was a time when young men served apprentice- 
ships of three, four, or more years, in order to qualify as carpenters, 
bricklayers, or machinists. But the work of such artisans has, in many 
fields, been subdivided and simplified so that raw recruits may now 
be trained in a few days to perform the simple tasks that fall to 
their lot in the specialized industry of the present day, Henry Ford 
said that 43 per cent of the jobs in his plant could be learned in 
one day, and 36 per cent in one day to a week. The tendency of 
modern economic life is so definitely toward simplification of task 
that a long apprenticeship need now seldom be served in order for 
a worker to fill the ordinary factory job acceptably. 

Because so many of our industrial tasks have been greatly simpli- 
fied, they have been brought within the capacity of some members 
of society who, though physically sound, are mentally not suiSSciently 
agile to perform complicated operations. Thus, some workers who 
would otherwise be day laborers are enabled, under conditions of 
advanced specialization, to perform more pleasant and more profit- 
able tasks as operatives of semi-automatic machines, or to serve in 
other capacities that demand but little mental exertion. We have 
referred in an earlier paragraph to the ability of the physically handi- 
capped to fill certain positions in specialized industry. 

Continuity of Operation. A century and a half ago, it was not 
an uncommon thing for workmen to divide their time between manu- 
facturing and agriculture, spending a part of the day spinning yarn 
or weaving cloth, and the remainder cultivating their small farms. 
Adam Smith and other early writers on economics remarked upon 
the wastefulness of this sort of arrangement, involving as it did the 
loss of time in moving from one job to another. 

Present-day specialization eliminates this type of waste to a large 
extent, since specialization permits of economies through continuity 
of operation. Performing as he does, a single task, the specialized 
worker need not lay down one tool and pick up another, for his job 
requires the use of only one tool. Likewise, there is no necessity for 
adjusting his mental attitude to a new task since, under specialized 
industry, he is likely to perform the same task almost continuously 
throughout the day. Finally, continuity of operation may be realized. 
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and Its benefits reaped, through the specialization of machinery If 
a machine is given over to the continuous production of a single 
g ade of commodity-a loom, let us say, used only for weaving clSh 
of a Jocular tod-fhere is a saving of the time and ener|y ta 
on d be needed to reset the machine if it were being emn Wd in 

mofirofT '‘n" S-’"*'- Cons^ntl” 

more units of the product can be turned out in a given period of time 
under specialization than under conditions of non-specialization 

Mobility of Labor. Since specialization results in the 

move from one job to another. Much of the work in industiy is now 
one on semi-automatic machines, and the general simikritv of 
machine operation enables a machine operatof in one to 

move at times into a different industiy and take up, without bng 

SrS’ Ml ^ requiring the^same type and 

gade of skill, and yet turning out a very different product, ftofessor 

wouldln^ V ^ ^ watch S; 

factory or a factoS'fo "§ ^^ctoiy or sewing-machine 

ractoiy, or a factoiy for making textile machinery. A wat4 factorv 

wrth those who worked in it could be converted^withlut anfo^^^^^ 

whelming loss into a sewing-machine factory; almost the onfy con- 

tboti I,- ^ higher order of general intelligence than 

of Wn bf w accustomed.” ^ The emergency demands 

of World War 11 demonstrated our ability to convert mnr>K 
mdustrial plant and labor to die product^ 

and post-war reconversion showed that we could spelbily L^batk 

passed warlme gL"ds had 

However, the narrowly specialized worker is likely to find it 

L .f S f b"? “T" i*- £ job 

r,r.« f ^ “ conjunction with many other 

n 

r specialization will be touched upon later in the nresent nhir,t^r 

g£te u7Tma£'’°" £ 

sW4 uo Ib^, Division of labor consists of 

P tting up jobs, and in this process of dividing jobs into several 

London, Macmillan & Co., Ltd., 
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parts it is often found that some of the work formerly done by hand 
can be turned into a machine operation. When the movement to 
be made is a simple one, and when it must be repeated hundreds 
of thousands of times a day, it is usually possible to entrust it to the 
swift, sure performance of a machine. And it is ordinarily profitable 
to do so, unless labor happens to be very plentiful and consequently 
cheap, or capital is scarce and the interest rate high. If absolute 
accuracy of movement is important, there is additional reason for 
employing machinery, for even the most skillful worker cannot 
repeat a movement as exactly as it can be repeated by a well-con- 
structed machine. The part played by accuracy in the metal-working 
trades is emphasized in a later section dealing with the manufacture 
of interchangeable parts. 

Since specialization leads to lower prices for commodities, and 
since these lower prices make it possible to dispose of very large 
quantities of goods, it is sometimes feasible to employ an expensive 
machine which would have been entirely too costly had specializa- 
tion not been developed to a high degree. Professor Taussig has cited 
the case of a machine bought by the International Harvester Com- 
pany, a machine “whose sole work is to shape poles for wagons and 
harvesters. The machine cost $2500; it saves a cent per pole; it is 
worth while only because poles by the hundred thousand are made 
each year.’' ^ Here we have specialization and large-scale production 
combining to make possible an economy through the use of highly 
specialized machinery. It is true, of course, that specialization and 
large-scale production often go hand in hand, as in the meat-packing 
and automobile industries; and wherever they are found they pro- 
vide a powerful stimulus to the invention of labor-saving devices. 

Example of Specialization in Meat Packing. One of the rea- 
sons specialization results in great economies is that it permits con- 
formity to a principle of scientific management laid down at least a 
century ago, and more recently emphasized by Frederick W. Taylor 
and his followers. This principle states that a worker should be given 
the highest type of work he is capable of performing, and that type 
only, 

The significance of this principle is seen when we realize that in 
the meat-packing industry the wages of workers range from 72K 
cents to $1.31M an hour. Needless to say, the $I.31?2 man is a highly 

^F. W. Taussig, Ffinciples of Economics, New York, The Macmillan Com- 
pany, 1939, 4th ed., p. 49. 
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skilled worker, and the 721^cent man is not. The principle cited 
above demands that the $1.3132 worker give all his time to the per- 
tormance of skilled operations, allowing men less highly paici to 
carry on work of less importance. In 1904, Professor John R. Com- 
moris wrote an interesting description of the tasks performed bv 
worte receiving different wages in the meat-packing industry" 
Slw?^ description in part is as 

man is restricted to using the axe in splitting the backbone 
(sphtter) ; and, whenever a less skilled man can be slitmed in at 72’4 
cents, 751^ cents, 771£ cents. 801i cents, 84% cents, 87ii cTnts 9li ceS 
and so on, a place is made for him, and an occupation mapped out In 

rates ot pay. A 77/2-cent man pulls off the tail. The knife of iKp 

m„ CUB a h., . difeeu. tm Itt 

$1.17 man. Skill has become specialized to fit the anatomy. In this wav 
men, slaughtering and dressing 110 cattleman hour. theJe 
n.imK * $1,311^ an hour, 2 men paid $1.17, while the 

84? Smfts 3f.= mider 

sta"!?!' adherence to the principle 

d above results m definite economies. As an evidence of indus- 
trial progress, we may note the fact that when Professor Commons 
wrote his article m 1904, it required 230 men to kill and dress 105 

cSS nio ^ 74 men handles more 

flc th- ft, “ increased productivity such 

me!u ' payment of higher wages to workers. In the 
meat-packing industiy wages have increased veiy materially, in 

?o?Lrtr'\ur t ^his does 

not mean the ability to purchase twice as much goods as fonnerlv 
since the cost of living has also increased, though not to so great ^ 
extent as wages. ° 

diS"^ — Interchangeable Pam. Another important in- 

of stodaS? ®’- specializatim, is that 
f new ??^f “"i mterchangeable parts. Again the principle is not 

tenc' 1 ^ ™ y®^rs been employed more ex- 

tet Si!^“ rr Simeon North, the 

first official pistol manufacturer to the United States government, 

tag Conditions in Meat Pack- 

4 vol. 49, p! S. ^ ^ appeared m the Quarterly Journal of Econom- 
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was awarded a contract for 20,000 pistols, to be manufactured so 
that the component parts of pistols are to correspond so exactly 

S thtTn non T j to any other pistol 

of the 20,000. And Professor Marshall tells of the representative 

of an ^“®J^fcan watch factory, who, at the Invention Exhibition held 
in London m 1885, took to pieces fifty watches before some English 
representatives of the older system of manufacture, and after throw- 
mg the different parts into different heaps, asked them to select for 
hm one piece from each heap in succession; he then set these pieces 
up m one of the watchcases and handed them back a watch £ per- 

xcct oici03r» 


Probably in no industry has this principle been used more widely 
than in the manufacture of automobiles. A Ford, Chevrolet or Plym- 
outh car is so much like another Ford, Chevrolet, or Plymouth of the 
same model that a broken part may be replaced by a new part at very 
slight cost and with almost no loss of time. A similar advantage is 
enjoyed in the case of a great many commodities. Modem industry 
has been standardized or made uniform. This uniformily has been 
possible largely through the machine process, and the machine proc- 
ess in turn is tied up very definitely with specialization of labor. 

It IS tme that specialization could exist to some extent in an indus- 
trial society which used but little machinery, but the fact is that 
specialization and the machine process have marched forward to- 
gether in the business world. As a consequence, the consuming pub- 
lic buys goods at lower prices than formerly, enjoys the use of some 
goods which could not be made without the aid of machinery, and 
is able to replace broken parts of automobiles, farming implements, 
watches, radio sets, and countless other articles without delay and 
with very little expense, i 

SpeciaUzation and Large-Scale Production. Since specializa- 
tion and large-scale production are so closely related, it is difficult 
to separate their advantages and determine which are attributable to 
each. An examination of the benefits of large-scale production (to be 
discussed in a later chapter) discloses the fact that at least some of 
these gains are due primarily to the use of specialization in large- 
scale production. 

Company Management, New York, Ronald Press 

Alfred Marshall, Principles of Economics, p. 258, f.n. 
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Specializatioa and Transportation, ■ Adam Smith and other 
writers have emphasized the fact that specialization is limited by the 
extent of the market. The more extensive the market— that is, the 
larger the quantity of a good that can find buyers— the stronger will 
be the tendency to specialize. Clothing manufacturers have found it 
profitable to break up the old trade of tailoring into scores of mi- 
nute tasks; but such specialization is profitable only because the prod- 
uct sells throughout the country by hundreds of thousands of units. 

An extensive market, in turn, often depends upon the ability to 
send goods to distant points and offer them there, at attractive prices. 
This is clearly seen in the field of international trade. Automobiles, 
for example, are made under highly specialized conditions in the 
United States and exported profitably to all parts of the world. The 
development of speedy and cheap highway, railway, and ocean trans- 
portation has made possible this expansion of the automobile market 
to world dimensions, and the expansion has led to the almost incredi- 
ble degree of specialization that prevails in the automobile industry. 
If, then, specialization is limited by the extent of the market, it is 
equally true that the extent of the market is limited by the transporta- 
tion facilities available at a given time. 

Individual and Social Effeci'S of Specialization 

Monotony of Labor, But specialization is not without its dis- 
advantages. It is particularly likely to have harmful effects upon 
labor, the human factor in production. One serious disadvantage of 
our present industrial system is the monotony and irksomeness of 
labor perfoimed under highly specialized conditions. We have seen 
that many workers today are engaged in performing tofa, and often 
very minute ones, instead of carrying on the more general work 
which is done under conditions of specialization hy trades* 

It is one thing for a tailor to design and construct a suit of clothing, 
and quite another for a worker in a modern clothing factory to 
devote his entire working time to making buttonholes. And yet a 
large percentage of our industrial workers today are engaged in 
tasks which to many persons must be distinctly uninteresting. For 
example, when one buys a padlock, one receives with it two keys 
on a small wire ring; and in lock factories in various parts of the 
country young men spend their time, eight hours a day, five days a 
week, putting these keys on rings. 

Thousands of workers throughout the United States contribute 


ECONOMIC SPECIALIZATION 105 

to the productive process by supervising semi-automatic machines. 
Into the machines are fed, in some cases, strips of brass or other 
material from which are stamped small metal disks to be used in 
certain branches of manufacture; and the worker^s job is merely to 
see that these machines do their work continuously and accurately. 
It is no wonder, then, that many industrial employees work with 
one eye on their machines and the other on the clock, and that they 
regard the working day as a certain amount of time to be expended 
and done with. 

The evils of monotony are generally recognized by managers; and 
while some employers regard monotony as unavoidable, others are 
doing their best to counteract its ill effects by providing rest periods 
at intervals during the day. Thus the worker is enabled to get his 
mind off his task for a few minutes, and comes back to the job re- 
freshed both physically and mentally. It is difficult, if not impos- 
sible, to determine how seriously workers are affected by monotony, 
but there can be no doubt that its dangers have often been exag- 
gerated by overzealous writers. Work that might be deadly to some 
does not appear to injure others, and those who would be affected 
detrimentally often escape by not having to do the kinds of jobs that 
would be both distasteful and harmful to them. 

Loss of Interest in Job. Another disadvantage of specialization 
is its tendency to stifle the instinct of workmanship. The old-time 
shoemaker who could produce a shoe, having nothing but the raw 
materials and his tools to start with, was able to exhibit his product 
as a piece of creative work. In some instances, at least, he took 
an honest pride in being a master craftsman; and, in addition to 
receiving pay for the shoes he had made, he might receive also a 
word of praise for the excellence of his work. But the modem shoe 
operative has little chance to feel the glow that goes with a sense 
of being a creative artist. He makes not a whole shoe, but perhaps a 
fiftieth part of a shoe. He never comes into direct contact with his 
customer, and in all probability never sees the finished product in 
the manufacture of which he has had a part. Such a situation means 
a lessening of interest on the part of the worker, and a lack of reali- 
zation of the true significance of his contribution to society in carry- 
ing on faithfully his daily task. 

Here, again, progressive employers have attempted to remedy the 
evil. In some cases workers are taken on trips through the plant and 
are given an opportunity to hear talks and see motion pictures that 
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describe the entire process of manufacture; and thus, in some small 
measure at least, they are made to feel that they have a definite and 
important share in the productive process. 

Narrowing Effect of Specialization. Another danger of spe- 
cialization, closely related to the one we have just discussed, is its 
narrowing influence on the workers under the conditions of extreme 
subdivision of labor. The difficulty is that specialization often means 
the continuous use of one part of mans ability, and that part only. 
The result is an overdevelopment of certain faculties of the worker^ 
to the neglect of other faculties. A workman under these conditions, 
having devoted perhaps twenty or thirty years to tlie performance 
of a single task, is pretty certain to be a one-sided individual. 

It has been suggested that this disadvantage might be overcome 
to some extent by training every man for at least two types of work, 
so that, in addition to avoiding the monotony of performing the 
same task over and over again without relief, he might develop more 
of his talents than are usually developed under modern industrial 
conditions. Something has been accomplished along this line, but 
much remains to be done. Fortunately, the development of minute 
specialization by task has been accompanied by a reduction in the 
number of hours that make up the customary working day. The 
narrowing effects of highly specialized work may be largely counter- 
acted if, when the toil of the day is over, a workman has at his 
disposal a very considerable amount of free time in which he may 
engage in study, in some type of work that is much to his liking- 
say home gardening or home carpentering— or in play, pure and 
simple. 

Increased Interdependence. Specialization results in increased 
interdependence between individuals, communities, and nations, and 
this interdependence sometimes has undesirable results. Under sim- 
ple economic conditions, with the family producing virtually every- 
thing it required, there was little or no dependence upon others. 
Nowadays, a failure of the cotton crop of the South would affect 
not only the farmers engaged in raising cotton, but the merchants 
who live by selling groceries, hardware, clothing, and other necessi- 
ties to cotton producers, the railroads that depend upon the prosperity 
of the cotton belt for patronage and consequent revenues, and, 
indeed, all who are associated in a business way with this great 
economic area. 

The inability to get raw material, cotton, might easily cause the 


ECONOMIC SPECIALIZATION 


107 

closing of cotton mills in New England, or even in Europe, as was 
the case during the Civil War. On the other hand, should British 
manufacturers be unable to find markets for their cotton goods, the 
effect would be to reduce materially the exports of cotton from the 
United States to England, and perhaps bring the price in this coun- 
try far below the actual cost of production. 

The dangers of an economic society in which there is a high degree 
of interdependence can be seen in an examination of the long, dreary 
business depression that had its beginning in 1929. At one period 
in this depression some twelve million men and women-one-fourth 
of the total labor force of the United States— walked the streets 
looking for work. They were dependent upon business enterprisers 
for employment, and these enterprisers had no jobs to offer since 
they saw no chance, in the face of the depression, to make and sell 
their products at prices sufficiently high to cover all costs of produc- 
tion. Something that had happened to our complicated economic 
machinery, upon which these millions depended for a livelihood, 
brought large portions of that machinery to a full stop, rendering 
these would-be workers penniless and dependent upon the govern- 
ment— local, state, or federal— for relief funds to keep them from 
actual starvation. In a less complicated, less specialized economic 
society, in which families were largely self-sufficient, producing 
chiefly for their own use rather than for exchange, an economic 
collapse of this kind would be much less likely to occur. On the other 
hand, such a society would have to content itself, other things being 
equal, with a lower standard of living in normal times than could 
be enjoyed by the more highly organized, specialized, interdepend- 
ent society. 

Separation of Workers from Ownership of Tools and from 
Product. Specialization, as it works out under the private owner- 
ship of capital, results in the separation of the worker from both 
his tools and his product. Under present-day conditions, as we have 
just noted, most workers are dependent upon other persons to pro- 
vide them with jobs. But they also look to others for the tools with 
which to perform their tasks. When industry was in a simple stage 
and the machinery required was inexpensive, the worker could often 
be far more independent than he now is. Manufacturing today is 
carried on with the aid of costly machinery which the individual 
workman can neither buy nor operate alone, and so he is compelled, 
in good times and bad alike, to look to an employer for a job; and 
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when times are bad, as we have seen, the fobs of many workers 
vanish as into thin air. 

Wholly apart from the possibility of being unemployed because 
of his dependence upon capitalist enterprisers, the worker finds it 
hard, if not impossible, to know whether he is receiving as much pay 
for his services as he should have. It is commonly said that the 
worker is entitled to whatever he produces. Under simple industrial 
conditions there is little diflBculty in knowing what the individual 
worker produces. When the old-time shoemaker completed his pair 
of shoes, the finished shoes were his product, and he was at liberty 
to sell or exchange them for something else. The modem shoe opera- 
tive, whose task may consist merely of tacking on heels or sewing 
in tongues, finds it much more diflScult to ascertain just how much 
his product amounts to. He is likely to be compelled to take the 
employer's decision in the matter, unless, through labor union action, 
he has a part in making this decision. 

Many problems have arisen, and are constantly arising, in connec- 
tion with the size of the share of the product that goes to the worker. 
Strikes have been fought time and again over the question of wages, 
which is simply the question of the share of the product the employee 
is to receive for his assistance in the productive process. 

Benefits to the Workers. All of the disadvantages here noted 
are likely to have a detrimental effect upon the workers as indi- 
viduals, and some, as has been seen, affect society in general. There 
are several benefits to workers which have been brought about 
largely tlirough specialization, and which tend in some degree to 
offset these disadvantages. One of these benefits is shorter hours. 
A few decades ago a working day often consisted of ten hours, and 
sometimes of eleven or twelve. Nowadays eight hours of work are 
all that most industrial workers in this countiy are expected to put 
in, in a single day. Indeed, following President Roosevelt's introduc- 
tion of the “New Deal" in 1933, thirty-five or forty hours constituted 
the working week in some industries, and prior Xo World War II 
organized labor waged an aggressive campaign for a thirty-hour 
week. The fairly short working week of today is the result of several 
causes, one of which is the insistent demand for fewer hours of work 
in view of the increasing monotony of labor. The reductions in hours 
that were introduced in 1933 represented an attempt to “spread 
work," to the end that a progressively smaller number of those thrown 
out of work by the depression should remain wholly unemployed. 
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It seems probable that forty hours will constitute the “standard” 
working week for some years to come. 

Specialization has resulted also in the abolition of much heavy, 
dirty, disagreeable work which was formerly done by human beings 
but is now being performed by machinery. Yet another advantage is 
the larger income (not only money, but real income) of today as 
compared with that received by wage earners of the nineteenth 
century. Specialization, as we have seen, increases the output of 
commodities and services, and this increase makes possible higher 
standards of living for workers as well as employers. 

1. Show, by means of illustrations, that specialization in merchandising, 
manufacturing, and agriculture tends to increase with the growth ia 

population. 

2. Four forms of specialization are noted in this chapter. Name these 
forms, and give an illustration (not cited in the text) of each form. 

S. Give figures showing that speciaHzation by task has been utilized t® 
a great extent in the clothing and shoe-manufacturing industries. 

4. Give at least five examples of "geographical specialization,” and in 
each case try to explain the reason for specialization being adopted 
or continued. 

5. What two important social gains are realized through utilizing the 
principle of specialization? 

6. Explain the manner in which specialization lessens the waste of hu- 
man ability in economic activity. 

7. What has specialization to do with the mechanization of industry? 

3. The text mentions "a principle of scientific management laid down 
at least a century ago, and more recently emphasized by Frederick 
W. Taylor and his followers.” State this principle. 

9. Precisely what is the significance of specialization in meat packing, 
as described in the text? 

10. What is meant by "interchangeable parts”? 

11. Describe Professor Marshall's illustration of perfection of manufac- 
ture in the watch industry. 

12. What are the advantages, to the consumer, of interchangeable parts? 

13. Explain how the practice of specialization may conceivably lead to 
monotony of labor. 

14. How may monotony of labor be counteracted? 

15. Why does the development of specialization lessen the worker's in- 
terest in his job? 

16. Discuss the dangers of economic interdependence. 

17. What connection, if any, is there between specialization and a work- 
er's inability to get a job? 

18. Does specialization lead to industrial strife? Explain. 

19. Discuss hours and wages in connection with specialization. 
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20. How does specialization result in the abolition of "much heavy, 
dirty, disagreeable work”? 
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7. The Organization of Business 


A he business enterpriser is the person^, or group of persons^ that 
owns a business and consequently assumes the responsibility for its 
operation. Directly or indirectly, the enterpriser determines the 
policies of the business, and in any event he bears the risks of the 
enterprise. He is, in many respects, the leader in the undertaking, 
and, if we may believe an observer who is well informed on mana- 
gerial problems, ‘Wise leadership is more essential to successful 
operation than extensive organization or perfect equipment.” ^ For 
the enterpriser, more than any other factor of production, is in a 
position to make or break the business, since his decisions may make 
the difference between success and failure. 

The Function of Risk-Bearing. Though an enterpriser is an 
owner or part owner of a business, he does not necessarily own all 
or any of the land, labor, and capital employed in the enterprise. 
However, he does undertake to pay rent, wages, and interest to the 
owners (who may include himself) of these several agents of pro- 
duction; and he takes the chance that he will be able to sell his 
product at a price suflBciently high to reimburse him for these pay- 
ments. Primarily, then, the business enterpriser is a rishbearer. He 
may, in addition, manage the business, in which event he (as an 
enterpriser) hires himself to manage his business, and pays himself 
mages just as he pays wages to his other employees. He may also 
own all or part of the land and capital used in the business, paying 
himself rent because he is a landlord, and interest because he is a 
capitalist. If the business is successful he receives a payment in the 
form of profits, because he is an enterpriser. 

This may seem to be a somewhat artificial analysis, but it is highly 
important to distinguish clearly between the various functions per- 
formed by the owners of the several agents of production, and to 

^ L. P. Alford, Laws of Management, New York, Ronald Press Company, 
1928, p. 49. 
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realize that all of these functions may he performed by a single 
individual. This is particularly true of small businesses. In the field 
of agriculture, for example, the small-scale farmer is commonly 
enterpriser, landlord, laborer, and capitalist. But our present interest 
is in the enteipriser as such; and the point to be emphasized here is 
that every person who owns a business in whole or part is, by virtue 
of that fact, a business enterpriser, regardless of whether he does 
or does not perform any other economic function in the undertaking.. 

The iNDivmuAL Proprietorship 

Frequently the business enterpriser conducts his business ‘‘on his 
own,” but quite as often, in our modern economic society, the form 
of business organization is a partnership or a corporation. 

The individual proprietof is the person who undertakes, by himself, 
the responsibility of carrying on an enterprise. This form of organiza- 
tion is most common in small businesses which require only a limited 
amount of capital. The average farmer, as we have already noted, 
bears all the risks of his business, though there are some instances of 
farming carried on by partnerships or corporations.^ Most profes- 
sional men are individual proprietors; that is to say, they practice 
medicine, law, or some other profession, without sharing the owner- 
ship of the enterprise with other persons. The comer grocer is not 
uncommonly an individual proprietor, although more and more the 
corporate form of organization is being adopted in this field of 
merchandising. There have been in the past and still are many manu- 
facturers who are sole owners of their respective businesses, but 
these are usually, though not always, enterprisers on a relatively 
small scale. Ordinarily, the individual proprietor not only owns but 
maMgcs his business. 

Advantages of the One-Man Business. Certain advantages at- 
tach to this type of business organization. When a man is in business 
for himself, he is very likely to give his best efforts to the advance- 
ment of the enterprise. He gets pleasure from the knowledge that he 
is in business for himself, and enjoys as an enterpriser a freedom of 
action, and if successful a sense of achievement, not experienced by 
an employee. Indeed, it would not be difficult to find many individual 

2 An interesting account of a large farming project conducted under the 
corporate form of organization is given in Deparbnent Circular No. 351 of the 
United States Department of Agriculture, Washington, August, 1925. The cir- 
cular is entitled Centralized Management of a Large Corporate Estate Operated 
by Tenants in the Wheat Belt, and is by Waiter H. BaumgarteL 
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proprietors, particularly among small shopkeepers and farmers, who 
could earn somewhat larger incomes by selling their services to 
employers who conduct larger units of business. But the inde- 
pendence that goes with being in business for oneself brings a satis- 
faction for which many men are willing to pay in the form of smallpr 
income. 

Objections to This Type of Organization. There are, on the 
other hand, certain disadvantages to this type of organization. The 
amount of capital an individual is able to get together for the 
operation of his business is sometimes very restricted; and it is not 
al^vays possible for him to expand the enterprise as rapidly as he 
might like, because of limited funds. Though an individual pro- 
prietor may be master of his trade or profession, there is a good deal 
to be said for specialization in management as well as in the physical 
operation of a plant. Two heads are often better than one, and the 
individual proprietor has to rely upon his own judgment (which 
may not always be sound), unless he decides to hire one or more 
experts to help him manage his business. 

There is the further disadvantage of ‘unlimited liability.” If the 
business should prove to be a failure and the claims of creditors be 
greater than the assets, the creditors would be entitled by law to 
force the sale of the enterpriser s personal property, as well as his 
business assets, to collect their just claims. The individual proprietor 
might, under these conditions, lose his home and whatever other 
physical possessions he happened to have. 

The Pabtnership 

A business partnership is an association of two or more individuals 
who join forces for the purpose of conducting business. The partner- 
ship is based upon a written, oral, or implied contract— usually, of 
course, the first of these— setting forth the terms upon which the 
partnership has been foimed, the rights and responsibilities of the 
several partners, the division of profits, and other details. A partner- 
ship usually consists of but a few members, each of whom is selected 
for the particular contribution he is able to make to the organization. 
The partners are sometimes chosen with the idea of getting a large 
amount of capital for use in the business. In the partnership, as in 
the case of the individual proprietorship, there is the incentive to 
work hard for the success of the business, since the several partners 
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in so doing are working at the same time for their own personal 
advantage. 

Some Disadvantages of the Partnership. The partners usually, 
though not always, take an active part in the management of the 
enterprise, and receive salaries for their personal services, as well 
as a return on the funds which each has invested, and profits when 
the business prospers. Like the individual proprietor, they are sub- 
ject to demands upon their personal fortunes in case of business 
failure, unless they have taken out a 'limited^' form of partnership, 
which serves as due warning to creditors that the liability of certain 
members of the partnership (though not of all members) is no 
greater than the amount they have actually invested in the business. 
Each partner, then, with the exception of 'limited” partners, is re- 
sponsible for the actions of his business associates, and each is liable 
for the total indebtedness of the partnership and not merely for his 
proportionate share of such indebtedness. 

A partnership is automatically dissolved upon the death of one of 
the contracting parties, and this fact is thought by some to be a 
serious disadvantage, to which the corpoi’ation, as we shall see, is not 
subject. There is the further disadvantage that partners may fail to 
agree upon policies to be adopted by the concera, whereas an indi- 
vidual proprietor suffers no handicap of this kind. Or, again, the 
partners may not be able to reach their decisions in important matters 
as promptly as an individual proprietor; and delays in determining 
courses of action in business are sometimes disastrous. 

Example of a Successful Partnership. The experience of the 
Colonial Printing Company, operating in a medium-sized Pennsyl- 
vania city, illustrates the possibilities of the partnership form of 
organization for a small business. It happened that three young men 
who were working for a printing concern decided to go into business 
for themselves. The trio consisted of George J. Plarness,® the business 
manager of the older concern; James Sullivan, who had charge of 
the typesetters; and John Williams, an expert pressman. It will be 
noted that each of these men had a type of skill which made him 
valuable to the new business, for Mr. Harness was able to handle 
the office details of the new printing company, making estimates on 
printing jobs, taking care of the finances, and so on; Mr. Sullivan 
directed the work of setting up the various jobs in attractive type 

3 The illustration is genuine, though the names here used are fictitious. 


THE ORGANIZATION OF BUSINESS 115 

form; and Mr. Williams was able to see to it that the actual printing 

was well done. 

In addition to these contributions to the organization, each of the 
three partners was able to get together a small amount of money, 
so that the final result was an organization with sufficient capital 
and such types of ability as would enable the business to be con- 
ducted satisfactorily. The success of this concern, which now has 
some hundreds of employees, is evidence that the partnership form 
of business organization, if adopted intelligently, may be exceedingly 
advantageous. 

The Corporation 

Most large concerns, and many small ones, have adopted the cor- 
porate foim of business organization instead of the individual pro- 
prietorship or the partnership. ‘‘A corporation is an artificial person, 
created or authorized by the law for some particular purpose or 
puiposes. . . . [The] members, or stockholders, are not the corpora- 
tion. They compose it, but the corporation has a name, an entity, 
and an existence of its own, entirely apart and distinct from that 
of these members.’’ ^ 

Great Size of Some Corporations. The larger number of partici- 
pants in ownership of the corporation, as compared with the indi- 
vidual proprietorship and partnership, means ordinarily that much 
larger funds are available in a corporation for the purchase of capital 
than in any other form of private business organization, so that an 
incorporated business may be conducted on a huge scale. The owners 
of the business are called stockholders, and in many instances the 
shares of stock are sold to the general public. Thus, through the 
purchase of one or more shares of stock, an individual may become 
part owner of the Standard Oil Company of New Jersey, the General 
Motors Corporation, or any of several thousand businesses organized 
on a corporate basis. 

The largest railroad system in the United States is the Pennsylvania 
Eailroad, the largest public utility is the American Telephone and 
Telegraph Company, and the largest industrial concern is the United 
States Steel Corporation. In the case of none of these giant corpora- 
tions does any single stockholder own as much as one per cent of its 
outstanding stock. But these and other great businesses, organized 

■^Thomas Conyngtoa and Louis O. Bergh, Business Law, New York, Ronald 
Press Company, 1926, p. 231. 
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on the corporate basis, have been able to sell their securities to large 
numbers of stockholders, and have thus collected enormous sums of 
money with which to buy equipment and carry on operations. The 
Pennsylvania Railroad, with approximately 217,000 stockholders, had 
in 1947 gross assets totaling more than two billion dollars. Corre- 
sponding figures for the American Telephone and Telegraph Com- 
pany were 712,000 stockholders and nearly eight billion dollars in 
assets; and for the United States Steel Corporation, 228,000 stock- 
holders and a little over two billions of assets. 

Ready Transfer of Ownership and Limited Liability. The 
corporate form of organization not only brings together under a single 
management great quantities of capital (buildings, machinery, and 
other equipment), but also makes it easy for the average person to 
convert his suiplus income into investments. The New York Stock 
Exchange, the New York Curb Exchange, and local exchanges in our 
large cities were organized to facilitate the purchase and sale of 
securities. The ease with which one may become a stockholder is 
matched only by the readiness with which he may sell his holdings 
and withdraw from the market if necessity arises; for shares of stock 
are readily transferable, and people can always be found ready to 
sell shares of a given stock if the price offered is high enough, and 
others ready to buy if the price is sufficiently low. The shares of 
different concerns vary greatly in price, so that shares may always be 
found to fit the purse of the would-be investor, even though he has 
only fifty or a hundred dollars to spend. Thus it is easy for those who 
could not finance a business themselves to go into business on a small 
scale by buying a part-ownership in a corporation through the pur- 
chase of shares of stock. And the savings of the many, gathered 
together in this way, plus the funds collected from larger investors, 
make it possible to build up gigantic business corporations, 

A further advantage of the corporation is the fact that the liability 
of the stockholders is limited to their actual investment in the busi- 
ness, so that there is no danger of the loss of other property belonging 
to a stockholder, through a failure of the corporation. In the case of 
national banks and some state banks, however, the stockholder was 
long held personally responsible not only to the extent of Ms original 
investment, but in addition to an amount equal to the par value of 
the bank stock in which he had invested. Of course, the purpose of 
this "double liability'^ was to protect the depositors who had entrusted 
their money to the banks for safekeeping. The stockholders were thus 
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made responsible for the way in which the affairs of the bank were 
conducted; and if the directors of a bank (who, of course, were 
elected by the stockholders) indulged in unsound banking practices 
and the bank closed its doors, each stockholder had to pay the penalty 
for the unfortunate choice of directors by meeting an assessment 
equal— if so much was needed to pay o£ the depositors— to the amount 
of his holdings in bank stock. 

In the hundreds of bank failures that took place in 1929-33, the 
double-liability provision was invoked in many cases, and sometimes 
it brought financial disaster to those who had bought bank stock with 
the feeling that of all possible investments nothing could be safer 
than stock in a national bank. Thus, the burden of bank failures was 
shifted from one group— the depositors— to another group— the stock- 
holders— who often were but little better able to bear it, and who in 
many instances had never even heard of double liability or, having 
heard, had not been apprised of its seriousness. As for the more recent 
past and the future, the situation was changed by the provision in the 
Glass-Steagall Act of 1933, that “double liability of shareholders of 
national banks shall not apply to shares issued after the enactment 
of this Act."’ 

Permanence of Corporate Existence. There is also the fact that 
the corporation continues to operate regardless of the survival of its 
individual members. A single stockholder, or a dozen stockholders 
for that matter, may die without affecting appreciably the progress of 
the corporation. Their holdings pass into the hands of other persons, 
but the business goes merrily on, undisturbed by the change in 
ownership. Indeed, as we have already seen, the ownership of shares 
in a corporation is ordinarily changing day by day, since its shares are 
dealt in regularly in the “continuous market” that is provided by the 
organized stock exchanges. Another fact worth noting is the ability of 
a great corporation to secure the very highest type of managerial 
ability because, by reason of large resources and the volume of busi- 
ness transacted, it is able to pay handsome salaries to exceptionally 
able men. Moreover, it is able to offer advancement in position and 
salary, which does much to retain these men as permanent members 
of the staff. Here is a type of permanence that is far more important 
than permanence of ownership. 

The Bondholders. The corporation is financed by both bond- 
holders and stockholders. The bondholders me those who have loaned 
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funds to the corporation. In exchange they receive bonds; and these, 
in the case of mortgage bonds, have back of them, as security, the 
physical property of the corporation. On these bonds a definite rate of 
interest is guaranteed, and in the event of bankruptcy the holders of 
the bonds may have the property of the corporation sold to meet 
their demands. Their claims take precedence over those of stock- 
holders, in both the payment of interest and the return of principal. 
Mortgage bonds therefore have a high degree of security of invest- 
ment, but on this veiy account the rate of return on the investment is 
likely to be rather low. 

The Stockholders. The actual owners of the corporation are 
stockholders^ and of these there are several kinds. We shall note, in 
our present treatment, only two classes of stockholders—those who 
have invested in preferred stock, and those who own common stock. 
The holders of preferred stock are promised a fixed return in the form 
of dividends, provided the earnings of the business permit the pay- 
ment of dividends. This return, it should be noted, is not guaranteed, 
whereas the return to bondholders is definitely guaranteed so long as 
the corporation remains solvent. Preferred stockholders therefore 
have less secuiity so far as both principal and income are concerned; 
but if the profits are large enough to make dividends possible, these 
stockholders are likely to receive a higher rate of return than the 
bondholders. 

Control of the Corporation. Though preferred stockholders, 
like common stockholders, are owners of the business, they frequently 
do not have voting power. The holders of common stock, on the other 
hand, usually though not always do have a vote in the election of a 
board of directors. The common stockholders are not paid any return 
on their investment until bondholders and preferred stockholders 
have been taken care of. They take considerable risk, therefore, and 
when they do receive dividends these dividends are great or small 
depending upon the success of the business. It is correct to say of 
common stockholders that they have no definite assurance of divi- 
dends, but sometimes the return on their investments is large— much 
larger, indeed, than the return to bondholders or preferred stock- 
holders in the same corporation. 

The common stockholders ordinarily have a vote, as has already 
been indicated, but in comparatively recent years there have been 
large issues of stock that carries no voting privileges. The issuance of 
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stock of this kind has been severely criticized by certain economists.® 
The point is that the holders of non-voting stock are risking their 
money in an enterprise which, because they have no vote, they are 
powerless to control This arrangement places the control of some 
corporations in the hands of individuals who own considerably less 
than a majority of the stock. 

The Delegation of Authority. The owners of the corporation- 
that is, the stockholders-delegate to the board of directors the right 
to determine how the business shall be conducted. This board is 
elected by the stockholders and is therefore responsible to them. To 
facilitate its work, the board of directors frequently acts through an 
executive committee. The executive committee, in turn, delegates 
authority to a general manager (who is often president of the corpo- 
ration and chaiiman of the board), under whom various departments 
of the business are managed, each, of course, with its respective 
executive in charge. In many instances the president is clothed with 
vast powers, and is permitted in emergencies to act without specific 
authorization from the board of directors. The separation of direct 
control from ownership is one of the outstanding characteristics of 
the corporation. In this respect it differs radically from the individual 
proprietorship and the partnership, in which there is usually a very 
close relationship between ownership and control. 

Stock Dividends. Sometimes, when the condition of a corpora- 
tion fully justifies the payment of cash dividends, stock dividends are 
issued in place of cash. A stock dividend consists of additional shares 
of stock issued without charge to those who are already stockholders, 
in proportion to their holdings at the time. This plan is frequently 
adopted so that the earnings may remain in the business and go to 
purchase new buildings and other equipment, and thus increase the 
size of the business. Or it may be that old equipment has increased 
in value to such extent that new stock may properly be issued on the 
strength of this enhanced value. The United States Steel Corpora- 
tion, for example, issued a 40 per cent stock dividend on all out- 
standing common stock some years ago. This meant that every person 
holding ten shares of common stock received without charge four 
additional shares. 

Another reason for issuing stock dividends is to reduce the market 
price of the stock. The unencumbered assets (or net worth) of the 

® See, in this connection, William Z. Ripley, Main Street and Wall Street^ 
Boston, Little, Brown & Company, 1927. 
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corporation, divided by the number of shares of stock outstanding, 
gives the nominal value of a share of stock. When a stock is selling at 
$500 per share, it is beyond the reach of many investors of modest 
means. But the price can be brought down to approximately $250 by 
the simple process of declaring a 100 per cent stock dividend. Be- 
cause the number of shares of stock has doubled, the price per share 
will decline to about half the foimer price. If those who control the 
corporation wish its shares to be dealt in actively, they can often 
stimulate activity by issuing a stock dividend and thus reducing tlie 
market price of shares. 

The motives behind the issuance of stock dividends are not always 
apparent, but it is safe to say that in some cases the purpose Is to 
reap large profits without those profits being noticed by the public. 
Let us suppose that a concern with outstanding stock amounting to 
$500,000 is regularly making profits sufficiently large to justify a 
20 per cent dividend on this stock. It may be deemed unwise to pay 
so large a dividend since it would almost certainly subject the corpo- 
ration to criticism; but if, through the issuance of a stock dividend, 
the outstanding stock is increased to $1,000,000, then these profits 
may be distributed with the appearance of paying only 10 per cent 
return to stockholders. 

It would seem that, in this way, the public might be deluded into 
thinking a corporation was making only a small profit when its profits 
in reality were excessive. If the corporation is enjoying the benefits of 
a protective tariff or other special privilege, it would be distinctly 
unwise to make public the fact that profits are large, since this 
knowledge might result in a withdrawal of the favors the concern 
now enjoys. In the case of public utilities, such as railways, electric 
power companies, and other organizations whose rates are controlled 
by public commissions, the concealment of unusual profits might 
serve to ward off’ adverse criticism and avoid opposition to higher 
future rates. Indeed, profits that provided a good return on a reason- 
able capitalization might be made to appear abnormally low through 
the issuance of stock dividends, and this situation might easily be 
made the basis of a plea for an increase in rates. 

Moreover, in some lines of business, the appearance of exception- 
ally high profits might invite unwelcome competition. In an attempt 
to discourage competition, profits may be made to seem smaller than 
they really are, by paying dividends partly in cash and partly in stock. 
Stock dividends possess these advantages if there is a desire to conceal 
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profits: In the first place, stock dividends are but little understood, ! 

and consequently do not attract much attention from the general 
public; and, second, the existence of this additional stock makes it 
possible, in the future, to pass out large earnings while the stock 
seems to be paying only a normal return. 

Possibility of Predatory Control. There is also, under the cor- 
porate form of organization, the possibility that small stockholders 
may suffer at the hands of unscrupulous owners of large blocks of 
stock. There have been instances of predatory control by a few large J 

stockholders who succeeded in making the business appear so un- 
profitable that small stockholders, fearful that the concern was going 
to smash, were glad to sell out even at considerable loss. Later de- 
velopments would show that the pessimistic rumors that had been 
set afloat were not justified, that the business was on a thoroughly 
sound and profitable basis, and that the small holders of stock had 
been sacrificed in order to make fortunes for those in control. Manip- 
ulation of this kind often endangers the interests of those least able : 

to bear financial loss, and may result in genuine hardship. 

Loss of Employer-Employee Contacts. Another disadvantage 
of large corporations, which applies to large-scale production in 
general, is the loss of the personal touch between employers and 
employees. When business is conducted in small units, it is possible 
for the owner of a business to know personally many, if not all, of his [ 

employees. As the business grows and the number of workers in- ; 

creases, it becomes correspondingly diflScult to keep track of the = ( 

individual worker in the plant and to know something about his ; ( 

needs. ■ ''Sl 

This is especially true in the corporate form of organization, since ' i 

here the owners of the business are simply stockholders who are I 

chiefly concemed with getting large returns on their investments. | 

The average holder of New York Central Railroad stock knows very I 

little about the wages of the railroad worker, or whether his condi- | 

lions of employment generally are good or bad. In all probability the ; 

lot of mining laborers in some of our coal-mining centers would be i 

promptly improved if the mine owners (holders of stock who live in I 

comfort or luxiiiy in distant cities ) knew from personal contact about | 

the miners’ working and living conditions. It is true, then, that the | 

corporate form of business enterprise has played a large part in ^ 

bringing about the present impersonal nature of labor relations, j 
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which has sometimes resulted in both uneconomic and unsocial con- 
ditions. 

Growth of the Corporate Form of Organiiation. In view of 
the increasing importance of the corporation in our business life, we 
may with profit examine some definite figures dealing with this par- 
ticular point. Table 5 is taken from reports of the United States 
Department of Commerce, and the data found therein are conse- 
quently oflScial. A study of this table shows the trend of the times in 
die matter of business organization, so far as the field of manufac- 


Table 5 . Type of Ownership of Manufacturing Estabmshments in 
THE United States, Calendar Years 1904 , 1909 , 1919 , 1929 , and 1939 ® 


Type of 
Ownerahip, 
and Year 

Establish- 

ments 

Wage Earners 

Produet.s 

A.dded by Manu- 
facture 

Num- 

ber 

Per 

Cent 

of 

Total 

Average 

Number 

Per 

Cent 

of 

Total 

Value 

(dollars) 

Per 

Cent 

of 

Total 

Value 

(dollars) 

Per 

Cent 

of 

Total 

Corporation: 









11)04 

51,097 

23.6 

3,862,698 

70.6 

10, 904, 069, .307 

73.7 

4,526,055,153 

7L9 

1009 

69,501 

25.9 

5,002,393 

75.0 

10,341,110,634 

79.0 

0,582,206,117 

77.2 

1919. 

91,517 

31.5 

7,875,133 

86.0 

54,744,392,855 

87.7 

21,817,540,505 

87.0 

1029 

101,815 

48.3 

7,945,478 

89.9 

04,900,690,398 

92.1 

29,174,714,978 

91.5 

1939 

95,187 

51.7 

7,050,684 

89.4 

52,000,808,052 

92.0 

22,789,594,409 

92.3 

Other Types: 









1904 

165,083 

76.4 

1.605,685 1 

29.4 1 

3,889,833,250 i 

26.3 

1,767,039,600 

28.1 

1009 

108,990 

74.1 

1,612,653 1 

24.4 ! 

4,330,935,2.30 | 

21.0 

1,947,053,875 

22.8 

1019 

198,588 

68.4 

1,221,239 

13.4 1 

7,07.3,685,918 ! 

12.3 

3,224,151,925 

13.0 

1929 

109,144 

51.7 

893,205 

10.1 1 

5,534,173,045 I 

7.9 

2,710,508,733 

8.5 

1939. 

89,043 

48.3 

835,883 

10.6 

4,182,210.148 I 

7.4 

1,893,343.710 

7.7 


<* Source: Bureau of the Censu.s, Uaited States Departaaent of Commerce. 


turing is concerned. During the thirty-five years from 1904 to 1939 
the proportion of manufacturing establishments conducted by indi- 
vidual proprietorships and partnerships decreased from 76.4 to 48.3 
per cent of the total for the United States. T|ie number of wage 
earners employed by such business men declined from 29.4 to 10.6 
per cent of the total workers in manufacturing plants. In value of 
product turned out by establishments of this kind, there was a de- 
crease from 26.3 to 7.4 per cent; and, finally, in the amount of value 
added to goods in process of manufacture, the importance of manu- 
facturing concerns conducted by individual proprietorships and 
partnerships dropped from 28.1 to 7.7 per cent 

The figures for manufacturing organized on the corporate basis 
have consistently shown increases. In number of establishments 
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there has been an increase from 23.6 to 51.7 per cent. In wage earners, 
the 70.6 per cent of 1904 became 89.4 per cent in 1939. In 1904 the 
value of products made by corporations was 73.7 per cent of the total 
value of products manufactured in the United States, but by 1939 it 
had reached 92.6 per cent. The value added by manufacture does not 
vaiy greatly from these latter figures; corporations were responsible 
for 71.9 per cent of this value in 1904, and 92.3 per cent in 1939. 
These figures show clearly that individual proprietorships and part- 
nerships have declined greatly in this thirty-five-year period while 
corporations have pushed ahead. 

Since, in the manufacturing plants of the United States, we now 
have under the corporate form of organization almost 90 per cent of 
the wage earners, producing (in conjunction with land, capital, and 
management) slightly more than 90 per cent of our manufactured 
products, and adding to the raw material in the process of manufac- 
ture something more than 90 per cent of all values thus added in 
American manufacturing establishments, the popularity and signifi- 
cance of this form of business organization are obvious. 

An examination of the fields of transportation, insurance, banking, 
and public utilities shows that the corporate form of organization 
predominates in all of these several lines of economic endeavor. The 
corporation has had slower growth in the field of merchandising, but 
the rapid development of great chains of grocery stores, drug stores, 
and flve-and-ten-cent stores is quite in keeping with the corporate 
movement in other fields. As we have already seen, agriculture alone, 
with its six million individual proprietors, is resisting successfully the 
advance of the corporate form of organization which has entrenched 
itself so firmly in most branches of American economic life. 

The Corporation in Important Industries. The facts given 
above relate to production in general in the United States, but an 
examination of a number of individual industries shows that the 
large businesses in particular are usually conducted under corporate 
management. Doubtless the explanation, in many instances at least, 
lies in the facility with which the corporation can amass huge quan- 
tities of capital. Large-scale operations (the nature of which we shall 
discuss in the next chapter) usually require large amounts of capital 
The corporation is the type of business organization which, aside 
from public ownership, is best fitted to accumulate capital in great 
quantities. 

Consequently we find, in the ten industries listed in Table 6, a 
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very pronounced preference for the corporate form of organization* 
In six of these industries more than 98 per cent of the establishments 
are under corporate ownership. In only one does the percentage of 
plants operated by corporations fall below 90 per cent, Moreovex’^ a 
comparison of 1939 figures with those for 1929 shows that in no case 
has the percentage of concerns operating under coiporate control 
suffered any appreciable decline. So much for the importance of the 
corporation, as measured by the proportion of corporate-owned estab- 
lishments in these large-scale industries. 


Table 6, Manufacturing Establishments Under Corporate Ownership 
IN Ten Large-Scale Industries, 1920 and 1,930» 



Total 
Number of 
Establishments 

Openited by Corporations 

Industry 

Number 

Per Cent of Total 


1929 

1939 

1929 

1939 

1929 

1939 

Sugar refining 

21 

27 

19 

26 

90,5 

96.3 

Boots and shoes, rubber 

Non-ferrous metals, smelting 

22 

13 

22 

13 

100.0 

100,0 

and refining 

Iron and steel, steel works, and 

75 

63 

75 

62 

100.0 

98.4 

rolling mills 

480 

417 

475 

411 

97.9 

98.6 

Locomotives 

16 

15 

13 

13 

81,2 

86.7 

Iron and steel, blast furnaces . . .. 

105 

81 

105 

80 

100.0 

98.9 

Cars, electric and steam railroad 

147 

143 

144 

, 141 

1 98.0 

98.6 

Cement 

174 

160 

156 

158 

I 89.7 

98.6 

Coke and by-products 

154 

112 

150 

■ 109 

1 97.4 

97.4' 

Tires and inner tubes 

91 

53 

83 

: 49 

i 

91.2 

92.5 


<* Source: Bureau of the Census, United States Department of Comnieree. 


If we take a larger view of industry, we discover that there are 
many lines of manufacture in which the percentage of plants con- 
trolled by corporations is quite low. But despite this fact, the corpora- 
tions engaged in any given line of industry usually carry on most of 
the activity in that industry. Only 25 per cent of the cigar and ciga- 
rette plants in this country are corporate-owned, but this one-quarter 
produces more than 95 per cent of all cigars and cigarettes made here. 
Thirty-two per cent of all our flour-milling establishments are corpo- 
rations, and they manufacture 90 per cent of the total output of the 
flour mills in the United States. 

Not all of the data for manufacturing emphasize so strongly the 
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predominance of the corporation in American industry, but the 
samples given are fairly typical. They help to explain the fact, already 
noted, that 92.6 per cent of the total output of manufacturing con- 
cerns in the country, as judged by value of product, is attributable to 
establishments operating under the corporate form of organization. 

The Cooperative Association 

Up to this point 'we have been examining business organization 
with particular reference to the question of ownership. We shall now 
give a little attention to the cooperative association and public 
ownership; and here, it will be noted, the emphasis is upon purpose 
rather than ownership. Individual proprietors, partnerships, and 
corporations operate chiefly for the purpose of making profits for the 
owners. Cooperative associations and public ownership aim to pro- 
vide commodities or services at cost to all who are members of the 
cooperative or of the 'public,” as the case may be. 

In some instances, it must be added, cooperative associations deal 
with the general public in addition to their own members. In their 
dealings with non-members, the cooperatives realize gains which, 
however, are not distributed among the members of the cooperatives 
but are used to instruct the public on the benefits of cooperation. The 
present importance of cooperatives is slight in comparison with that 
of individual proprietorships, partnerships, and corporations; but the 
cooperatives have made sufiicient headway in Europe (and, to a 
lesser degree, in this country) to justify a few pages of description. 

Theory of the Cooperative Society. The distinguishing feature 
of the cooperative organization is the democratic operation of an 
enterprise for the benefit of the members who transact business with 
it. To insure democratic control, the cooperative grants only one vote 
to each member, regardless of his capital investment in the associa- 
tion, and often the capital holdings of members are limited by specific 
provisions of the by-laws. Since the association is conducted for the 
benefit of those who have direct business relations with it, the service 
performed by the cooperative is rendered at cost, each member pay- 
ing for the service he receives. 

Form of the Cooperative. Some cooperative associations require 
so little operating capital that the membership fees of ten or twenty 
dollars meet their financial requirements. Others, again, purchase 
considerable equipment, and secure their funds by organizing as 
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corporations and selling stock. In the fonner case, the organization is 
somewhat similar to a large partnership with, in some instances, a 
limited liability granted by law. When a charter is secnrc'd and stock 
sold, the cooperative is not unlike the usual corporation, except that 
it is not operated primarily as a profit-making enterprise. Indeed, in^ 
most instances, the dividends paid on cooperative stock are limited to 
a very moderate return ( only slightly, if any, greater than the current 
rate of interest), with the definite puipose of avoiding the payment 
of what might be considered profits. 

Scope of Operations. Cooperative associations have been least 
successful when operating in the field of production (the term being 
used here in its nai*row sense, as referring to the creation of form 
utility). A number of attempts have been made to carry on manu- 
facture or agriculture under the cooperative fonn of organization, but 
almost always with disastrous results. The reasons for failure seem 
to be, in most instances, the inability of the members to find among 
their number persons able to perform efficiently the duties of man- 
agement, and an unwillingness to bring in high-salaried executives 
from the outside. 

The term 'producers' cooperatives” is often heard, but in most 
cases it has been applied to societies that engage chiefly in the 
marketing of products. It is true that grain cooperatives may per- 
form the service of storage as well as sale; dairying cooperatives 
may convert raw material into butter and cheese; and fruit growers' 
cooperatives sometimes operate canneries which make use of imper- 
fect or undersized fruit. But these functions, as a rule, are incidental 
to the larger function of finding markets for the goods and disposing 
of them at satisfactory prices. 

"Consumers' cooperatives” are societies that aim to purchase col- 
lectively the goods they need (groceries, hardware, clothing, and 
so on), so that they may secure the advantages of large-scale buy- 
ing and avoid paying the "middleman's profit” which ordinarily goes 
to the retail merchant. In the field of finance, the building and loan 
association provides the most conspicuous example of cooperative 
action. By using the savings of members of an association, and 
adding to them by loans made available through the financial stand- 
ing of the organization, it is possible to supply funds for the owner- 
ship of homes by persons of moderate means, who would otherwise 
probably be obliged to live throughout their lives in rented quarters. 
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Extent of the Cooperative Movenient* The cooperative move- 
ment has spread much more widely in European countries than in 
the United States. And yet, even in this country, the data relating 
to the movement make a brave showing. In 1944, there were in the 
United States 4285 cooperative distributing associations, 577 service 
cooperatives (providing housing, medical care, or burial service), 
850 electricity associations, 5000 telephone associations, 9000 credit 
unions ( or financing organizations ) , and 2000 insurance associations.^ 

The cooperative movement had its beginning in England in 1844, 
as a consumers’ cooperative which had for its purpose the retail sale 
of merchandise. It has since spread into the wholesale field, and into 
manufacturing as well. "'Consumers’ cooperation can no longer be 
called an experiment,” wrote an eminent English economist fifteen 
years ago. "In Great Britain at least it is a very well-tried and 
firmly established form of industrial organization. The goods sold 
by the retail societies reach one-third of the families in the country, 
and their value amounts to perhaps one-twentieth of the whole na- 
tional income, about one-half of them being supplied by the wholesale 
societies, and about one-third being actually manufactured in the 
movement’s own productive department.” ^ Consumers’ cooperatives 
have found much less favor in the United States, but even here it is 
estimated that retail stores owned cooperatively are doing many 
millions of dollars’ worth of business annually. The building and 
loan associations, which stand out as an important agency for provid- 
ing cooperative credit, now number at least 10,000 organizations and 
have (it is estimated) between 7,000,000 and 8,000,000 members. 
These associations play an important part in financing homes for 
those who can buy homes, if at all, only on the basis of small monthly 
payments stretching out over ten years or more. 

Cooperative associations for marketing, purchasing, and financing, 
such as we described briefly, appear to have much to offer in the' 
way of effecting economies and thus increasing the real incomes of 
their members. Their ability to compete with other agencies perform- 
ing similar functions is an indication of effective and eflBcient opera- 
tion. It is probable that we shall witness, in the future, a further 
development of the movement in this country. 

® The Competition of Cooperatives with Other Forms of Business Enterprise, 
House Report No. 1888, Washington, Government Printing Office, 1946, p. 26. 

^ D. H. Robertson, The ConiroZ Industry, New York, Harconrt, Brace & 
Company, Inc., 1934 p. 108. 
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Public Ownership 

Public ownership has, in common with cooperation, the idea of 
conducting business for those directly concerned, rather than for 
a group of capitalists. “Those directly concerned'’ are usually, in the 
case of public ownership, most or at least a large part of the citizenry 
of the political unit in question. Public ownership is sometimes 
resorted to in order to insure that a certain necessary sei*vice, such 
as the caiTying of mail, will be rendered properly; or, again, it is 
undertaken so that the public may be able to purchase a service at 
cost—that is, without profit to the enterprisers. In some few cases, 
public ownership is undertaken with the thought of securing revenue 
for the government, but instances of this kind are rare. 

The term “govenimental ownership” usually brings to mind the 
idea of a business enterprise operating on a national scale. The postal 
service is so vital to the welfare of a people that it is iisiially owned 
and operated by the national government. About 80 per cent of the 
railroads of the world are state-owned. Other phases of communica- 
tion that have been taken over by some national goveriiments are 
telegraph and telephone systems. Of these types of industry, only 
the postal service has been nationalized in the United States, though 
during World War I the railroads of the country were placed for a 
time under government control. 

Experience in the United States. But on a smaller scale, public 
operation has found considerable expression In the United States. 
A fair number, though of course a pronounced minority, of munici- 
palities have found it desirable to own and operate waterworks, gas 
and electric plants, street railways, bus lines, and other forms of 
so-called public utilities. Many of our “public utilities” are owned 
by private corporations, with their activities regulated to some extent 
by public-service commissions. A fairly recent development in the 
field is the inauguration of publicly owned “yardstick” power plants, 
whose costs of production, it is argued, will provide the basis on 
which to calculate a “fair price” to be charged by the privately owned 
power plants. An important experiment in public ownership was 
made possible by the passage of the Tennessee Valley Authority Act 
of 1933, the stated pui^pose of which was “to provide the generation 
and sale of power, to build dams, power plants, and transmission 
lines, to develop fertilizers, and, under the immediate direction of the 
President, to carry out a program of social and economic planning 
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with the aim of promoting the social and economic welfare of 
the Tennessee Valley and of the Nation.” The results of these and 
similar undertakings may well be far-reaching, and their success or 
failure will doubtless do much to advance or retard the march of \ 

public ownership in this country. Our public-school system, with its 
28,000,000 students, almost a million teachers, and an enormous capi- 
tal investment, is of course one of our most striking examples of ’ 

public ownership and operation. 

It will be noted that publicly operated industries are frequently 
producers of services, and not of material goods to be consumed 
directly by the user. There are exceptions, of course. At times the 
industries are supported wholly through taxation, as in the case 
of our public schools, and the service is rendered free to all who 
wish to avail themselves of it. Again, prices are charged which will 
cover all or most of the cost of operation. In our postal service, for 
example, a profit is realized on the handling of sealed letters, but 
some kinds of mall matter ( notably books, newspapers, and maga- 
zines) are carried at a loss. Any net deficit resulting from the 
operation of the United States Post OflSce is taken care of by j 

appropriation, and ultimately comes out of funds secured through 
taxation. 

Public Ownership Throughout the World. Though individ- ^ 

ualism is decidedly more popular than collectivism in the United 
States, there has in recent years been a pronounced trend toward 
government ownership and control of economic activities in many 
parts of the world. The overthrow of the Conservatives by the British i 

Labor Party in 1945 marked the beginning of a program of socializa- 
tion of vital industries which is expected eventually to include 
about one-fifth of the economic life of England. 'Tts aim is not com- 
munism, or even 100 per cent socialism, but a sort of socialism in 
which basic industries are nationally owned, but in which free enter- 
prise operates in most of the economic fabric of the nation and in 
which the ideals of political freedom are wedded to social security 
and well-being.” ® Thus far the British have nationalized banking, 
coal-mining, civil aviation, cable and radio service, and railroads, 
canals, and inland waterways; and the electrical, gas, and steel- 
manufacturing industries are soon to be transferred to public owner- 
ship. In reporti|ig a survey of nineteen nations conducted by its 
correspondents, York Timos reported in 1947: ''Canada 


8 Raymond Daniell, in The New York Times, Sec, 6, February 2, 1947. 
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appears to be the only one in which private enterprise can be said 
to be functioning today with anything like the freedom from govern- 
ment controls that obtains in the United States/" ^ 

Whether the development of public ownership and operation is 
desirable is a debatable question, and one that is being widely dis- 
cussed today. Its advocates have shown that it offers certain definite 
advantages (particularly as an alternative to widespread private 
monopolies), but, on the other hand, its opponents have demon- 
strated that it holds possibilities of grave abuse. The friends of public 
ownership point with pride to economic developments in Soviet 
Russia and England, while the champions of economic individualism 
view these same developments with apprehension, and dwell upon 
the glories of capitalist Russia under the czars and of England in 
the pre-socialist days of Baldwin, Chamberlain, and Churchill. The 
truth of the matter is that we do not yet have sufficient scientific 
data upon which to base a sound appraisal of the relative merits of 
private and public ownership in a given industry, much less a con- 
siderable number of industries. If Britain should demonstrate that 
industrial nationalization can be extended without a loss in political 
or economic freedom for Englishmen as individuals, and with a gain 
in national and individual economic productivity, security, and stabil- 
ity, the example would doubtless influence the people of other na- 
tions. If, as her critics predict will be the case, Britain’s experiment in 
nationalization should prove unworkable, its failure may be expected 
to lead to greater economic conseiwatism in some countries and more 
extreme economic radicalism in others. 


1. “The enterpriser, more than any other factor of production, is in a 
position to make or break the business.” Explain precisely why this 
is true. 

2. What is the “individual proprietorship,” and where in the business 
world is it usually found? 

3. What are the advantages of the one-man business? 

4. In what ways is the individual proprietorship handicapped? 

5. In what i*espects is a partnership superior to a one-man enterprise? 

6. What is a “limited” partnership, and what are its advantages? 

7. Define “corporation.” 

8. How do you account for the increasing popularity of the corporate 
form of business organization? 

9. What is a stock dividend? 

10. Why are stock dividends issued? 

11, Discuss the possibility of predatory control of corporations. 

^The New York TimeS:, March 3, 1947. 
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12. How may the loss of employer-employee contacts result in un- 
economic and unsocial conditions? 

13. Show statistically the importance of the corporation in American 
industrial life. 

14. Why are large-scale industries usually corporate-owned? 

15. Pick out from Table 6 several items that appear to you to be espe- 
cially significant. Give your reason for your choice. 

16. ''"^The corporations engaged in any given line of industry usually 
carry on most of the activity in that industry.” Substantiate, with 
figures. 

17. Contrast the corporation and the cooperative on the basis of desire 
for profits. 

18. How does the organization of the cooperative assure democratic 
control? 

19. Plow is the cooperative financed? 

20. When cooperatives have failed, what appears usually to have been 
the cause of failure? 

21. Plow do “producers’ cooperatives” differ from “consumers’ coopera- 
tives”? 

22. Give some concrete idea of the importance of the cooperative asso- 
ciation in this country in agriculture, retailing, and finance. 

23. What similarity is apparent in the cooperative association and public 
ownersliip? 

24. What important industries have been nationalized in certain coun- 
tries? 

25. What is the attitude of the British Labor Party toward government 
ownership? 
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8. The Size of Business Units 


Jtjusmess ofganizatiom vary greatly in size as well as in form. 
Scattered throughout the countiy are thousands of very small busi- 
ness units, conducted in most cases by individual proprietors or by 
partners. Corporations also are sometimes small, but since, as was 
observed in the last chapter, one advantage of coiporate organization 
is the ability to get together large quantities of capital, it is not 
surprising that our coi’porations include many very large concerns. 

Growth of Large-Scale Business. Moreover, the tendency is 
clearly in the direction of large-scale business as opposed to business 
conducted in small units. According to authoritative figures, 2.2 per 
cent of all manufacturing establishments in the United States in 1914 
had an annual output valued at $1,000,000 or more per establish- 
ment; and these relatively few establishments employed 35.3 per cent 
of all wage earners in manufacturing plants, and produced 48.7 per 
cent of the value of all manufactured goods. But by 1937 manufac- 
turing establishments with an annual output of $1,000,000 or more 
constituted 6 per cent of the total number, employed 58 per cent of 
all wage earners engaged in maniifacturing, and produced 70 per cent 
of the value of all manufactures in the country. When due allow- 
ance has been made for changes in price levels ( which are explained 
in a later chapter), these figures show the growing importance of the 
large business unit in our present-day industrial world. 

Measurement of Business Units. Difficulties sometimes arise in 
connection with the measurement of business units. How shall we 
know whether to classify a business concern as large or small? Is it 
large (1) when it employs a large number of workers, (2) when it 
has a high capitalization, or (3) when great value is added to raw 
materials in the process of manufacture? The answer often depends 
upon the nature of the industry under consideration, and the purpose 
of the inquiry. Some types of industry require many wage earners 
if they are to operate on a large scale; others, again, depend more 

■■132 .. 
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extensively upon the use of machinery, and their greatness may be 
measured by their capitalization; and so on. The fact is that all of the 
measurements listed above have advantages and disadvantages, but 
the first and third are probably the most generally useful. Our census 
authorities employ all three. 

A large-scale business, then, is one which measures up to one or 
more of the standards we have noted. In a practical way, there is 
little difficulty in determining whether a business is large-scale or 
not. There can be no question that Hart, Schaffner and Marx engage 
in large-scale manufacturing; Sears, Roebuck and Company in large- 
scale merchandising; the New York Central Railroad in large-scale 
transportation; and J. P. Morgan and Company in large-scale finance. 
Examples of small-scale enterprisers in similar lines are the custom 
tailor in manufacturing, the corner grocer in merchandising, the 
independent taxicab driver in transportation, and the pawnbroker in 
finance. These are extreme cases chosen admittedly for the purpose 
of contrast, for economic principles are often seen most clearly when 
extreme cases are cited. 

Each of the great business concerns just named is large-scale on 
several counts. Indeed, if an establishment has large capital or 
employs a large force of workers, it almost inevitably adds greatly 
to the value of raw materials in the course of manufacture. Otherwise, 
it could scarcely afford to have a large payroll or employ a great 
quantity of capital. Large-scale operation, it may be added, is often 
thought of as relating primarily to manufacturing, probably because 
it has had its greatest development in that field. But, as we have seen, 
there are some striking examples of large-scale business in other 
lines of economic activity. 

Advantages of Lakge-Scale Production 

The steady increase in the size of business establishments in the 
United States is based, in large part, upon certain advantages that 
are enjoyed by concerns operating large-scale business enterprises. 
Of course, great size is not a guaranty of efficient operation, but 
large-scale businesses can often effect economies which are not 
attainable by enterprises conducted on a small scale. We shall note 
some of the advantages that accrue to large-scale producing units 
and lead to lower costs of production. 

Lower Costs of Plant, Machinery, Materials, and Power. A 
suit of clothes for a 250-pound man may cost more than one for a 
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man weighing only half as much, but it will not ordinarily cost twice 
as much. For, while the larger suit requires much more material 
than the other, the quantity of labor and type of skill demanded 
in its manufacture are little if any greater than are needed in making 
tlie smaller suit. 

Similarly, in the construction and equipment of an industrial plant, 
there are many items of cost that do not increase in proportion to 
increases in the size of the building or equipment. ‘'A factory build- 
ing which contains four acres of floor space can be constructed of 
less materials and with less labor than four similar buildings which 
each contains one acre of floor space— even after providing for equally 
good ventilation and natural lighting. Nor will its heating and arti- 
ficial lighting be four times as expensive. ... A lOOO horse-power 
motor is not ten times as costly to build or to buy as one of 100 horse- 
power. Neither is its expense of installation, wiring, repairing, or 
upkeep ten times as great. Nor does it have ten times as much dead 
weight or friction to overcome.” ^ It would be easy to multiply exam- 
ples showing that a large concern enjoys an advantage over a smaller 
one in the matter of the constiiiction of buildings and the provision 
of some types of expensive machinery. 

Again, large-scale production permits a concern to buy its raw 
materials and machinery in great quantities, and consequently at 
lower prices than would be quoted for small purchases. If a plant 
regularly takes a large part or tlie whole output of a producer of 
raw materials, the seller can afford to make substantial reductions 
in price. Carload lots of cotton may be purchased at a lower price 
per pound than single bales; and a textile mill that is large enough 
to use great quantities of this raw material can buy at a lower figure 
than will be asked of small cotton-cloth manufacturers. Furthermore, 
sellers often give large purchasers a more careful consideration of 
orders and a longer extension of ci’edit than are accorded their 
smaller customers. 

The large business unit has an advantage also in the purchase 
of power. If coal is used as a source of power, the ability to buy in 
huge quantities keeps down the price; and if electrical current or gas 
is utilized, the rate decreases with an increase in the quantity used. 

Savings in Transportation. A similar argument applies to ; the 
cost of transportation which must be met by a business organization. 

3. Horace Taylor, Making Goods and Making Money ^ New York, Tlie Mac- 
millan Company, 1928, pp. 83-85. 
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Freight rates on carload lots of goods are naturally lower than on 
small shipments, since, per ton of goods shipped, it costs a railway 
company materially less to haul in carload lots than to handle small 
consignments. This is an advantage that may be enjoyed by large- 
scale concerns in both the purchase of raw materials and the ship- 
ment of the finished product, for the large-scale producer is as likely 
to sell his product in large quantities as to buy his raw materials 
in bulk. 

Gains Through Specialization, In Chapter 6 we examined the 
many and great advantages that result from specialization of labor, 
and shall pause here simply to observe that large-scale production 
makes possible a high degree of specialization. A plant with a 
thousand employees is likely to utilize much more specialization 
than is a factory with only a hundred workers. We have already 
noted that the fact that specialization is limited by the size of the 
market— that it does not pay to specialize unless large quantities of 
goods can be sold. Since specialization is limited by the amount of 
goods produced, a large-scale producer is obviously in a position 
to utilize the principle of specialization to a greater degree than the 
owner of a small plant. 

Extensive Use of Latest Machinery. Large-scale production 
makes it advisable to use highly specialized machinery, to use it 
intensively, and often to use it in extremely large quantities. Since 
the indirect method of production is economical, as we saw in an 
earlier chapter, it follows that the more machinery used (if wisely 
used), the greater will be the economies of production. The cost of 
a steam shovel would be prohibitive to a small builder, but to a large 
contracting company the shovel is not only essential, but exceedingly 
economical, for purposes of excavation. In like manner, large cor- 
porations (or large enterprisers of any type, for that matter) are 
able to take advantage of the latest mechanical developments. 
Indeed, enterprisers who turn out many units of goods cannot afford 
to overlook a machine the use of which will let them save even a 
fraction of a cent of cost per unit of product. 

Employment of Practical Experts. Large-scale production 
makes possible the use of the highest types of managerial and tech- 
nical skill An executive at $100,000 a year is out of the question for a 
small business, but an expert of this kind may be employed quite 
profitably by a great corporation whose annual output runs into 
millions of dollars. It is natural, therefore, that the best managers 
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and technicians should be attracted to the great corporations of 
the country. And it is natural that these great business concerns 
should be willing to pay handsome salaries, because the use of high- 
grade employees adds but little to the cost of each unit of goods 
produced under large-scale conditions. An expert who could reduce, 
by five cents per car, the cost of automobile manufacture would 
clearly be worth $50,000 a year to an automobile concern with an 
annual output of a million cars. 

Utilization of By-Products. The large producing unit is enabled 
to make use of by-products that are almost necessarily waste to the 
small establishment. Probably no better example can be found of 
economy of this kind than the utilization of by-products in the meat- 
packing industry. Only about one-half of a steer s wca'ght is converted 
into usable beef. Consequently, a large part of the animal is worthless 
to the small-town butcher. Since his business unit is so small, he 
cannot profitably turn the waste materials into salable by-products. 
But the great Chicago meat packers are able to use almost every part 
of a steer or other animal. Glue, fertilizer, soap, and buttons are a 
few of the hundred or more articles that can be made from the 
‘'waste materials'" of meat packing if the plant is sufficiently large to 
engage in the profitable manufacture of by-products. 

Another striking illustration of the utilization of by-products is 
found in the petroleum-refining industry. Gasoline is the chief prod- 
uct of petroleum today, having usurped the place that was held by 
kerosene before the advent of the automobile. Thoudi a small refin- 
ery can extract gasoline from petroleum, it I’equires very elaborate 
equipment to make the most of the materials that remain after the 
major product has been secured. Only the large-scale refiner is 
able to utilize to the utmost this residue, which is made to yield 
up lubricating oils, paraffin or asphalt, and various other valuable 
commodities. 

Experimentation and' Research. Closely related to the subject 
just discussed is the establishment of departments of research in 
large-scale businesses. Research men are employed at large salaries 
by some manufacturing concerns, and these men are constantly 
experimenting in the attempt to discover new ways of using by- 
products, or better methods of manufacture, which will result in a 
higher grade of product or lower cost of production, or both. 

The application of science to industry is just in its infancy, but 
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we have seen enough of its results to realize that manufacturers of 
steel, mbber, textiles, and many other articles cannot afford to be 
without an efficient corps of research men. But these men, as we 
have already intimated, must be of high caliber if their work is to be 
fruitful, and consequently they must be paid high salaries. It is only 
under conditions of large-scale production that business concerns are 
able to employ scientists of this type. 

A sensational instance of economies brought about through ex- 
perimental work carried on by experts is cited by Henry Ford. One 
of the problems of the Ford plant was that certain parts made of 
steel, ''such as axles, did not cool evenly, and after treatment they 
had to be straightened, which added to the cost. We set a young 
man the task of bettering all our heat treat operations. He felt his 
way for a year or two and then began to get results. He not only 
cut down the number of men, but he devised a centrifugal hardening 
machine which cools the shafts evenly all around. Thus they do not 
bend, and the straightening operation is no more. . . . These changes 
may not seem important, but cutting out the item of straightening 
after the heat treat has saved us around thirty-six million dollars 
in four years!*' ^ Mr. Ford's statement was made in 1926, so that the 
economies of this particular improvement have been realized over a 
very considerable period of time. 

Gains in Marketing. Finally, there is a good deal to be said for 
large-scale marketing. If goods are manufactured in large quantities 
and at low cost, the selling price likewise can be low, and as a 
consequence it is easier to find buyers. It is possible also, in many 
instances, to find buyers who will purchase in large quantities. 
Among the economies of marketing, advertising should be men- 
tioned. Printed matter can be produced much more cheaply in large 
quantities than in small Advertisements in popular magazines run- 
ning into thousands of dollars are a great aid in marketing, and are 
within the budget range of the large-scale manufacturer but beyond 
the reach of the small producer. The actual sale of goods, also, is 
more economical in large than in small quantities. If a salesman can 
dispose of a product in carload lots, his time is much more productive 
than if he sells goods manufactured in small quantities, of which each 
customer buys only a few dozens or a gross. 

2 Henry Ford, in collaboration with Samuel Crowther, Today and Tomor^ 
row. New York, Doubleday, Doran &: Company, Inc., 1926, pp. 66, 67. 
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Large-Scale and Small-Scale Indcstries 

Example of a Large-Scale Industry. Certain industries lend 
themselves particularly well to large-scale production. One of these 
is the steel industry. There are many good reasons for conducting 
the manufacture of iron and steel on a large-scale basis. One of the 
most important is the tremendous outlay necessary to secure blast 
furnaces, steel furnaces, and other ec|uiprneiit. Tlie minimum cost of 
a modern blast furnace, used for converting iron ore into pig iron, 
is several million dollars; furthermore, once it is fired, the furnace 
must be hept in continuous operation. Likewise, the cost of open- 
hearth furnaces for the manufacture of steel from pig iron is very 
great. These are initial costs which can be met only by concerns 
that have access to large funds. 

In steel manufacture, great quantities of heavy materials have to 
be transported from place to place. This Is done by mechanical 
power, and here again large units are more economical than small 
ones. A large electric crane, for example, can be handled by one man 
just as easily as a small crane. It is advantageous, also, for a steel 
manufacturer to make molten pig iron into steel without allowing 
it to cool; and, again, there is an economy in fashioning the steel into 
finished products before it becomes completely cold. Steel makers 
have found it desirable also to use the gases from blast furnaces in 
operating the other branches of their works. 

Fields of Large-Scale Enterprise. It is little wonder, then, that 
steel mills are operated on the basis of large-scale production. In- 
deed, they could not be operated efiiciently on any other basis. 
There are many other industries which for various reasons may 
properly be termed ‘essentially large-scale/' Professor Willard L. 
Thoip, in a study to which we shall make frequent reference in the 
present chapter, has published a list of such industries: 

1. Industries which require a large capital Investment, particularly in 
plant and equipment: Sugar refining, copper smelting, steel mills. 

2. Industries which are monopolies, and which have a sufficiently 
large market to make operation on a large scale feasible. .This includes 
artificial monopolies, such as those based on patent rights as well as the 
monopolies by nature: Public utilities, manufactured ice. 

8. Industries in which a natural resource is required and in which that 

"'■•■■'^■Willard L. Thotp^ The Integration of Industrial Opemn'ori, Washington,. 
Government Printing Office, 1924, p. 88. 
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natural resource is limited in amount and localized in geographical dis- 
tribution: The manufacture of lead and zinc products. 

4. Industries in which the product is capable of standardization and 
particularly in which a test for quality is required: Sue:ar, salt, meat 
packing, etc. 

5. Industries in which the product is highly complex and can be con- 
structed, therefore, only by an intricate fabricating system or a large 
and diversified organization: Typewriters, adding machines, textile ma- 
chinery, and automobiles. 

6. Industries in which the product is large in size, requiring complex 
equipment for construction and large capital investments: Shipbuilding, 
locomotives, ordnance. 

Opportunities for Small-Scale Business. There are some indus- 
tries, however, which seem to be perfectly capable of withstanding 
the forward march of large-scale production, or, at least, have been 
able thus far to provide opportunities for those who wish to conduct 
business on a small scale. Agriculture is carried on, as a rule, in 
small units. In this field of production it is difficult to use specialists, 
since their opportunity for work would depend upon weather con- 
ditions and other uncontrollable factors. However, agriculture is an 
industry in which machinery is coming more and more into use, and 
there are indications that we may see more large-scale fanning in 
the future than in the past or present. 

Retail merchandising may well be conducted on a large scale, 
as is apparent in our great department stores and mail-order houses. 
Nevertheless, the development of these large mercantile establish- 
ments has not put out of business the small shopkeeper, and it seems 
likely that there will always be a place for specialty shops which 
combine the advantages of convenient location with prompt and 
expert service."^ Those lines of work in which there is a close relation- 
ship between the seller of a service and the customer are likely to 
remain, for the most part, in the field of small units. The work of the 
plumber, the printer, the electrician, and the paper hanger is illus- 
trative of types of economic activity that do not lend themselves 
readily toTarge-scale operation. 

^In 1939, 54.2 per cent of our retail stores had an annual volume of 
sales of less than $10,000 per store, but they did only 9.1 per cent of 
the total selling of all retail stores. More than 23 per cent of the total 
sales were transacted by establishments which had sales totaling $300,000 
or more each, and these establishments comprised only seven-tenths of one 
per cent of aH retail stores in the United States (The Economic Almanac, 
1946-47, New York, National Industrial Conference Board, 1946, p. 90). 
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We may again quote from Dr. Thorp s study, and enumerate 
some general types of industry that are essentially small-scale: ® 

1. Industries whose product cannot be standarclized and establish- 
ments which attempt to make products to suit the dilFering tastes of 
consumers. Such industries produce "tailored" suits, higii-grade furniture, 
art goods, finely bound books, etc. 

2. Industries producing for a small market, such as those manufac- 
turing artists’ materials, nets and seines, models and patterns. 

3. Industries in which the local market is small and wliose product 
has a high transportation cost. In the manufacture of urlifieial-stone 
products, or bricks in many localities, the activity could never be con- 
ducted on a large scale because of the limitation of the market for its 
product and the expense of transportation. 

4. Industries in which the material used is widf?1y scattered and can- 
not be concentrated because of high transportation cost or rapid de- 
terioration. Cheese factories and cider mills may be includc^d in this class. 

5. Industries in which skilled labor is the chief ehancait, such as en- 
graving, job printing, etc., whose products are really services rather 
than commodities. 

The Optimum Size of Business Unit. We may now raise the 
question whether there is an optimum, or best, size for a business. It 
is faiidy obvious that there is no such optimum for industry as a 
whole, for, as we have just seen, some types of business flourish 
under large-scale operation while others do better wheji conducted 
in small units. It is quite possible, however, that for any given kind 
of business there is an optimum size— a size at which the business 
can be operated more advantageously than if the business units were 
either smaller or larger. 

Mr. E. A. G. Robinson, a British economist who has made a careful 
analysis of this problem, lists five forces that combine to determine 
the best size of the business unit.^ There may be an optimum size 
from the point of view of (1) technique, (2) management, (3) 
finance, (4) marketing, or (5) risk and fluctuation. "These five 
forces may, in certain cases, lead to an approximately similar 0 ])ti“ 
mum size,” says Mr. Robinson. But he shows also that in some 
instances a consideration of these five forces may lead to the con- 
clusion that the needs of each can be met fully only by the adoption 
of a size of organization that would be detrimental to the interests 
of the other four. The technical optimum size, for example, may 

^ The Integration of Industrial Operationy-p. 89. 

® E. A. G. Robinson, The Structure of Competitive Society, New York, Har- 
court. Brace k Company, Inc., 1932, p. 16. 
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require a plant so large as to endanger the life of the business in time 
of business depression; or the technical optimum may be so large 
that the business, if conducted on such a scale, would be unwieldy 
from the point of view of good management. Again, considerations 
of economy in the fields of marketing or finance may dictate a size 
of plant that would be technically uneconomical or would involve 
shouldering an unduly large amount of risk. 

There are possibilities, as Mr. Robinson shows, of reconciling some 
or all of the several optima, but reconciliation cannot always be 
brought about. What has to be done ordinarily is to make certain 
compromises, adopting as the best size a unit which will not, perhaps, 
conform strictly to any one of the five optima that we have named, 
but which, all things considered, will be the best size from the point 
of view of low costs. For the best size of producing unit, Mr. 
Robinson concludes, is the size of ''that firm which in existing con- 
ditions of technique and organizing ability has the lowest average 
cost of production per unit, when all those costs which must be 
considered in the long run are included.” 

Expansion of the Business Unit 

Large-scale production does not as a rule spring up overnight, but 
is more often a development over a period of years. Business men 
usually deliberate long and seriously before undertaking the finan- 
cial and managerial obligations that are involved in increasing the 
size of the business unit. In some instances a business passes, by 
a sort of evolutionary process, through a series of steps or stages, 
until it finally becomes an industrial giant Great businesses, like 
great oaks, have usually had small beginnings. The Victor Talking 
Machine Company grew from a tiny workshop into a huge factory, 
the Strawbridge and Clothier Company of Philadelphia from a 
small merchandising business into a great department store. Some- 
times, however, a business expands through the combination of two 
or more established concerns which thereafter are operated under 
a single ownership. 

Evolution of a Shoe-Producing Concern. We may illustrate 
the expansion of a business unit by citing the experience of a shoe- 
manufacturing enterprise in New England. It began in a modest 
way, with a small factory and few employees. Gradually, however, 
it built up a demand for its product; as the demand grew, additions 

7 Ibid., p. 14. 
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were made to the plant and equipment, more operatives were em 
gaged, and eventually the plant was almost four times its original 
size. 

By and by, this larger plant was not able to manufacture in siiiE- 
dent quantity to meet the demand for its product. There was some 
thought of building a second factory in the same coimnunity, but 
the labor supply of the town was fully employed, and it seemed 
best to expand in another locality. Consequently, tluAse enterprisers 
scoured the countiy roundabout in search of a suitable location for 
a new factory, and finally solved the problem of output, at least 
temporarily, by buying in a near-by town a second already estab- 
lished shoe factory, equal in size to the one they already owned. 

It was now found that there was no difficulty in iruirmfacturing in 
suflScient quantity to meet the demands of the trade. Indeed, the 
output was so great that the concern decided to establish a retail 
store in Boston, and thus sell directly to the consiirner. Here again 
was expansion, but of another kind, for mercharidising is a type of 
economic activity quite distinct in its nature from manufacturing, 
but canying further the process of production. 

Simple Horizontal Combination. When two or more business 
units operate under a central management, they comprise a form 
of organization that is called 'combination''; and when the several 
units are engaged in producing like commodities or rendering like 
services the coalition is known as simple horizontal combination. 
This situation is a common one, for "the size of the firm is not limited 
by the size of the plant; and the typical large manufacturing unit 
of today is a firm which owns, not a single gigantic factory, but 
a number of factories of considerable but not enormous size, possi- 
bly situated close together but quite possibly scattered over the 
face of a whole country or indeed of the whole world."® In some 
lines of industry, it may be wiser to operate two similar establish- 
ments of only moderate size than to constmet a single huge plant. 
TTiis is trae in sugar refining, in the smelting of iron ore, and in 
certain other lines of manufacture. Because these several plants are 
on the same industrial level, manufacturing uniform products, this 
type of centralized control is called simple horizontal combination. 

Industrial establishments are often placed in particular localities 
because of special advantages in the of raw materials, labor 

H. Bobertson, The Control of Industry, New York, Harcoiirt, Brace k 
Company, Inc., 1923, pp. 21, 22, 
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supply, or markets. Advantages such as these may lead to the opera- 
tion of a number of plants of rather small size, instead of one very 
large establishment. Cheese factories, in order to secure raw milk 
cheaply, may profitably be scattered throughout a dairying region; 
silk mills of a single concern may be located in different cities for 



Fig. 4. Simple Horizontal Combination. 

The grouping, under one management, of two or more establishments 
making like products. 


the purpose of discouraging concerted action by the workers; and 
brickyards are normally placed fairly near the prospective purchasers 
of the product. In each of the instances mentioned, however, unified 
control of a number of establishments may result in some of the 
economies of large-scale production. If so, combination is likely to 
take place. 

Complex Horizontal Combination. The examples thus far 
given are of simple horizontal combination. But horizontal combina- 
tion is sometimes complex. That is to say, instead of the several 
consolidated units manufacturing uniform products, they may engage 
in manufacture of different kinds. In some instances, there is an 
obvious relationship between the several products. When two or 
three articles, such as butter, cheese, and ice cream, are made from 



Fig. 5. Complex Horizontal Combination. 

The grouping, under one management, of two or more establishments 
making unZike products. 


the same basic material, the situation may lead to complex hori- 
zontal combination. The combination is complex because the products 
tamed out are not like hut unlike. 


A few more illustrations of complex horizontal combination may 
be given. "A large bakery operates a feed-mill, in this way utilizing 
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the stale and faulty products not sold.”^^ A cruinfng factory manu- 
factures its own tin cans in a separate factory, Sonu'tiuic\s the con- 
nection between the articles produced seems rather nnnotv. Professor 
Thorp tells of one concern that manufactures, in srpurute factories, 
billiard tables and phonographs; anotlu'r. pianos and candy; and a 
third, mousetraps and silverware. Usually, h()W(‘\(*r. a reasonable 
explanation of such combinations can be found if the history of the 
enterprises is investigated. Simple and complex horizontal combina- 
tions are shown graphically in Figs. 4 and 5. 

Vertical Combination. Vertical comhinaiion^ which is also 
known as integration^ consists of the concentration, under one central 
office, of two or more manufacturing units opcautiiig on different 
stages, or levels, of production. The many industrial interests of the 
Fords provide an excellent illustration of the extent to w^liicfi vertical 
combination may be carried on in present-clay l)usiness. Following is 
a list of industries operated by the Ford interests, all of which are 
said to have contributed in some way to tlie mai in faeture of Ford 
automobiles; 


Acetone 

Aeroplanes 

Artificial leather 

Automobiles 

Automobile bodies 

Batteries 

Benzol 

Body parts 

By-products 

Car trucks 

Cement 

Coal mining 

Coke manufacturing 

Copper wire 

Cotton, woolen, linen 

Dry kilns 


Electric locomotives 
Electric power 
Farming and stock 
raising 
Fertilizer 
Filtered water 
Flax growing 
Flour 
Fordite 
Forgings 
Foundry 
Generators 
Glass manufacture 
Iron mining 
Johanssen gages 
Lead mining 
Logging 


Macliiiiery manufac- 

ture 

Motion pictures 
Paper 

Pliotography 

Printing 

Products of hydro- 
electric power 
Radio 
Railroads 
Sawmills 
Small tools 
Steam turbines 
Steel manufacture 
Tool ruj iking 
Tra(*tors 

Wood distillation 


We shall not attempt to show in detail the part p]a^'ecl by each 

of these forty-seven industries in the production of automobiles. 
But even a casual inspection of this list indicates the clo.se con- 
nection of certain industries, and their probable contribution to 


® Willard L. Tliorp, The Integration of Industrial Operation, p. 195. 

^0 L. P. Alford, Laws of Management. New York, Ronald i^ress Company, 
1928, p. 60. ^ 
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the chief Ford product. Iron mining provides one type of raw 
material, logging and sawmills a second, and flax growing a third. 
These several items make progress through steel works, body plants, 
and textile mills, respectively. Power is an essential factor in manufac- 
turing; hence the production of electric power and steam turbines. 
Coal is required for generating steam and is also the raw material 
for coke, which, in turn, is necessary in the smelting of iron ore. 
Transportation is carried on almost continuously in the Ford organ- 
ization, and this fact accounts for the inclusion, in the Ford list, of 
electric locomotives and railroads. 

A close familiarity with the Ford operations would doubtless 
enable one to find the specific places in the organization into which 
most of these forty-seven industries fit, and to explain the relationship 
of each to the whole. But it is probable that some one or more of the 
forty-seven would not fulfill the requirements of vertical combina- 
tion, namely, that they represent a stage, or level, either behind or in 
advance of some other stage, and aid definitely in furthering the 
production of the finished article. The manufacture of by-products, 
to name but a single instance, is very likely to be purely incidental, a 
type of activity carried on to avoid waste, but not contributing to 
the manufacture of automobiles. A by-product factory, then, would 
be an example of complex horizontal combination in a scheme of 
things which is essentially vertical combination. The many assembly 
plants functioning under the Ford banner are instances of simple 
horizontal combination, since all are performing similar operations. 
Vertical combination is illustrated in Fig. 6. 

Instances of Complicated Combination. We see, then, that in 
a single enterprise there may be expansion in several directions. 
When a single establishment has reached the maximum size for 
economical operation, it may spread out horizontally thr 9 ugh the 
accession of one or more plants engaged in the same kind, or a 
different kind, of production. If the new plants engage in the same 
type of organization, the organization is one of simple horizontal 
combination; if in different types, of complex horizontal combina- 
tion. Finally, the enterprise may launch into forward or backward 
integration; the former, if the new establishment represents stages 
of production closer to the finished article, the latter if they are 
nearer the raw-material stage. 

Some large-scale industries never reach the third, or even the 
second, step of development that we have outlined. Others, again, 
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( Blast \ ^ 
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Fig. 6. Vertical ComoinatioNj or 
Integration. 

The grouping, under one nianagement, of two 
or more establishments making mccesHive prod- 
ucts. (Vertical and horizontal combination may 
go together, as is indicated by the dotted lines in 
the diagram.) 
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such as the United States Steel Corporation and the Ford Company, 
have expanded horizontally and vertically until their many and 
diversified interests seem to the outsider to form a veritable maze 
of complications. As an evidence of the rapidity with which ex- 
pansion sometimes takes place in this age of large-scale production, 
it may be mentioned that the Ford organization began operations 
in 1903 with a paid-in capital of $28,000. Although additions to 
Ford capital have been made only from earned profits, it is esti- 
mated that the business is now worth more than a billion dollars. 

Industrial Monopoly 

Large-scale production brings gains which, for the most part, are 
strictly legitimate, but combination sometimes results in conditions 
that are contrary to public policy. If, by increasing the size of a 
plant or combining a number of plants under one management, an 
enterpriser can reduce his costs of production, there should certainly 
be no objection on the part of the public. Indeed, it is entirely possible 
that the consumers will benefit through a reduction in the selling 
price of the commodity. But whether the price is reduced or not, 
there is little excuse for begrudging the enterpriser the gain that has 
come to him because of his superior ability in the field of production. 
Should he attempt, however, to make an artificially high profit by 
reason of a superior bargaining position, then indeed there may be 
reason for censure, and even for public interference. 

A serious advantage of industrial combination from the point of 
view of public welfare is the possibility that an enterprise may grow 
to such vast proportions as to be dangerous. In other words, it may 
occupy so strong a position in its particular field as to undertake to 
dictate the terms on which consumers will be permitted to buy 
essential goods. Economic theory in general assumes the existence 
of competition among the several producers of a given commodity. 
It is supposed that manufacturer will compete with manufacturer, 
merchant with merchant, and so on; and that, in their eagerness to 
secure patronage, the competitors will offer their wares at lower 
and still lower figures, until finally a price based on costs of pro- 
duction is reached* 

Some Hazards of Monopoly Control. Butif control has passed 
into the hands of one or a very few enterprisers, they may put an 
end to competition, and consequently to any assurance of a price 
related to production costs. And now we arrive at the central idea 
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of monopoly, which is that degree of unified control over supply or 
demand which will permit the regidation of price. W c shall see, in 
our study of price determination, that a small am cunt of goods sold 
at a high price per unit may bring a greater net return tlian a larger 
quantity at a low unit price. By restricting output, then, the monopo- 
list may add to his profits, but at the expense of the consumers, who 
will suffer in two ways: first, by having fewer goods to consume; and, 
second, by having to pay a higher price per unit than would prevail 
if the output were not limited artificially by the rnonopoly. 

It might, for example, be advantageous to the anthracite coal 
interests (pronounced a monopoly by the United States Coal Com- 
mission) to restrict their output and thus raise prices. But as a result, 
many who need coal would be compelled to go without, or to get 
along with an insufficient quantity, and persons of larger means 
would be required to pay an exti'emely high price. In like manner, a 
monopoly may work hardship through the control of demand. To- 
bacco growers have often charged that, because of concerted action 
on the part of the dominant tobacco manufacturers, the fanner has 
been obliged to sell his tobacco crop at a price dictated by the alleged 
monopoly— sometimes at less than the cost of production— since there 
was no other market for his product. 

There is the further danger that a monopoly, in order to maintain 
its position of dictatorship, may seek by unfair methods to keep 
would-be competition out of the field, and thus obstmct the road to 
freedom of enterprise. 

Legal Aspects of Monopoly, Indeed, much of the ^Trust-bust- 
ing'' that was carried on under the Presidency of Theodore Roosevelt 
was aimed at the elimination of unfair competition as practiced by 
the so-called trusts. The Standard Oil Company, the United States 
Steel Corporation, the American Tol)acco Company, the National 
Cash Register Company, and the United Shoe Machinery Company 
(to mention but a few) have in the past engaged in practices which 
the courts have condemned as unfair. Several of these huge combina- 
tions were *Tlissolved” by the United States Supretne Court; that is, 
they were ordered to disband as trusts, and to conduct their business 
as separate organizations. 

However, there exist, at the present time, many large and powerful 
'liolding companies,” which have much in common with the older 
trusts but are designed to prevent interference by the federal authori- 
ties. A holding company is a corporation whidi holds a majority of 
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the stock of the individual companies that wish to join together for 
united action. It is in effect, though not in form, a partnership of 
corporations. The Supreme Court has ruled that a holding company, 
regardless of its size, should not be dissolved unless it indulges in 
unlawful restraint of trade, involving a risk of injury to the public 
interest. 

The Wastes of Competition. However, we must not give the 
impression that all monopolies are objectionable. It may be, as we so 
often hear, that ‘competition is the life of trade.” But it is sometimes, 
instead, the death of trade, for if competition is too intense it results 
almost inevitably in ruinous price-cutting, which, if allowed to con- 
tinue unhindered, leads to the bankruptcy courts. The public cannot 
afford, any more than the business man, to have business failures 
multiplied by “cutthroat competition,” for, in the long run, it is the 
consuming public that pays the bill. 

Moreover, competition often results in undue duplication of equip- 
ment and effort. A single waterworks, gas plant, or street railway can 
usually supply service at lower rates than could several units in each 
of these public utilities. Realizing this fact, we ordinarily grant a 
franchise (or monopoly right) to one concern, and demand that it 
render good service at a fair charge. To prevent abuse of the 
monopoly power thus set up, we often insist upon supervising the 
service and regulating the rates, through a public-service commission 
which presumably represents the interests of the public. 

Certainly, one important factor in bringing about monopoly is the 
desire to eliminate forms of competition that would make operation 
unprofitable. Another, as we have seen, is the hope of securing some 
of the advantages of large-scale production through an expansion of 
the business. Large-scale production, however, does not necessarily 
lead to complete monopoly, as witness the competition that exists 
between the Ford and General Motors companies. Of course, recog- 
nition of the legitimate reasons for the development of monopoly 
need not blind us to the fact, that, once control is attained, there is 
grave danger that the rights of the consumer will be forgotten in the 
desire for large profits. Hence the need for some sort of regulatory 
measures which will safeguard the interests of the public. 

Limits to Monopoly Power, Early attempts to deal with mo- 
nopolistic organizations in this country took the form of dissolution, 
but after some twenty-five years of ineffectual court action this 
method gave way to regulation by law, under the supervision of the 
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Federal Trade Commission. When complaints are made, the Commis- 
sion holds hearings, ascertains the facts, and then issuers orders to the 
offending concern demanding coinplianc(^ with tlu.‘ law. Moreover, 
tliis Commission has the privilege of asking federal courts to enforce 
its decisions. While seeking to eliminate predatory irn tierselling, the 
Federal Trade Commission makes no attempt to protect the inefficient 
competitor's of great combinations. 

But there are several forces, apart from federal regulation, that 
tend to limit the power of monopolies. One is the economic fact that., 
if a seller tries to charge an extortionate price for his goods by limiting 
the quantity offered for sale, the public will someUmc\s refuse to buy. 
Few commodities are absolutely essential; in most instances fairly 
satisfactory substitutes are available, and many consumers will turn 
to these rather than pay an outrageous price. It may !)e better for the 
monopolist, therefore, to be somewhat moch'st in his charge, so that 
the sales will not be so few as to cut deep into total net returns. 

Moreover, if phenomenally high profits are realized, the position of 
the monopolist is far from invulnerable, since powerful financiers 
are always casting about in search of investments that give promise 
of exceptional profits. It may be wiser, then, for the monopolist to 
curb his acquisitive instinct and make a reasonable charge for his 
product, rather than invite competition by demanding a price that 
is clearly far above costs of production. 

In some few instances, to be sure, a monopoly is fairly secure from 
competition. If it holds its position of vantage by reason of a valuable 
patent, it may enjoy a large monopoly profit until the patent rights 
have expired. Even safer is the extensive ownership of an essential 
raw material, such as the control said to be exerted by the Aluminum 
Company of America over bauxite, tlie basic material in the manufac- 
ture of aluminum. Most monopolies, however, are not so fortunate or 
far-reaching in their holdings, and must exercise caution in exploiting 
their monopoly advantages. 

It seems doubtful that these economic curbs alone would succeed 
in restraining monopolies from undesirable practices. The truth is 
that the earnings of large combinations are often due more largely to 
their bargaining power than to large-scale productive efficiency. It is 
the bargaining maneuvers of the trusts that are particularly in need 
of watching, and the Federal Trade Commission has demonstrated its 
ability to detect infractions of the law and damage to public welfare, 
and to propose appropriate remedies. 
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1. ‘It is not surprising that we find in the corporate form of organiza- 
tion a number of very large concerns.” Why should very large 
concerns adopt the corporate form of organization? 

2. What standards of measurement may be used in judging the size 
of business units? 

3. Show, by means of definite figures, the tendency toward large-scale 
business units in the United States. 

4. Give an example (not taken from the text) of large-scale operation 
in (a) manufacturing, (b) merchandising, (c) transportation, and 

(d) finance. 

5. What relation, if any, is there between large-scale production and 
economical production? 

6. Why can supplies of various kinds be bought more advantageously 
by a large concern than by a small one? 

7. Explain why large-scale producers are able to effect savings in trans- 
portation costs. 

8. Why is a large business unit enabled to employ specialization to a 
greater extent than a small concern? 

9. How does the adoption of large-scale methods lead to the wider 
use of the roundabout process of production? 

10. Why do the best managers and technicians usually enter the field 
of large-scale production instead of accepting positions in small 
business units? 

11. Why is it possible for large-scale producers to use materials that 
are often wasted by small producers? Illustrate. 

12. Discuss the relationship between large-scale production and research. 

13. Large-scale producers can market their goods more economically 
than small-scale producers. Why? 

14. Explain, in some detail, why steel manufacture lends itself readily 
to large-scale production. 

15. Distinguish between “essentially large-scale” and “essentially small- 
scale” industries, with illustrations. 

16. In view of the growth of large-scale business, is the small-scale en- 
terprise doomed to early extinction? 

17. What, according to E. A. G. Robinson, is the “best” size for a busi- 
ness organization to adopt? 

18. What are (a) horizontal combination, (b) vertical combination, 

and (c) integration? _ 

19. “Horizontal combination” may be simple or complex. Distinguish 
between the two, with an illustration of each. 

20. Explain what is meant by (a) “forward” and (b) backward inte- 
gration. 

21. The text mentions "the possibility that an^ enterprise may grow to 
s^^^ vast proportions as to be dangerous. Dangerous in what re- 
spects? 

22. What is a "monopoly ’? 

23. What is a ^Tiolding company”? 
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24. What is ‘‘cutthroat competition/' and wliy is it wise, from the social 
point of view, to discourage it? 

25. Does large-scale production, lead inevitably to irionopoly? 

26. What is the part played by the Federal Commission in con- 

nection with rnonopoly? Contrast tlie methods of this Commission 
with Theodore Roosevelt's attempted solution of the problem of 
monopoly. 

27. There are said to be “economic restraints" upon rnonopoly abuse. 
What are they, and how do they work? 
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9. The Problem of Business Risks 


U ncertainty of one kind or another appears to be a universal phe- 
nomenon, We are continually being forced to make decisions. And 
when there is a choice to be made between two or more possible 
courses of action, there is always a chance that the wrong course may 
be chosen. No phase of human activity is wholly free from risk and 
uncertainty. 


The Riskiness of Business. Uncertainty is ever present in the 
field of economic endeavor. There is always the possibility that either 
the demand for or the supply of economic goods will change in such 
manner as to affect, and sometimes seriously, the welfare of consumers 
or producers, or both. Every few years, for example, some thousands 
of Chinese die of starvation because of famine in one or more sections 


of their vast countiy . On the other hand, American farmers sometimes 
go bankrupt because their crops of cotton or wheat bring less than 
actual costs of production, owing to the excessive size of the harvest 
and a consequent glut on the market. 

Agricultural production is, of course, largely at the mercy of nature. 
Too little rain, or too much, destroys milKons of bushels of grain, and 
a stretch of unseasonably cold weather ruins peach and orange crops. 
Moreover, if nature is too bounteous the effect upon the producers is 
almost as disastrous as though she were niggardly, for exceptionally 
large harvests commonly mean losses instead of gains, because of the 
low prices that result. The hazards of agricultural producers, how- 


ever, form but one of the many types of business risk. In manufactur- 
ing, merchandising, transportation, banking, and other branches of 
economic life, there are possibiHties of loss. Indeed, it is doubtful 
whether one can find anywhere in the business world a form of pro- 
ductive activity in which there is not at least some element of uncer- 
tainty. In the present chapter we deal with business risks and methods 
of handling them. 
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, The Time Relahonshie of PHODUcnoN and De^iand . 

The Problem of Fixed Capiiai Some? of tlie uncertafiities, of 
economic life are attributable to tlie fact tluit ])r(j(Iuction today is 
usually veiy 'roundabout/’ and is often higlil}' sp{‘ciali'zed. The 
roundabout process involves the use of large* (juutitilies of capital, 
both fixed and circulating; and some of the fixed eapfial purchased by 
the enteipriser today may be in use for a sc'ore ur more years. With 
production spread over so long a period, t!ie chances are great that 
there will be changes in productive methods, or in demand, before 
this capital is worn out. 

It is just possible that the capital in ({uestion will productive to 
the very last, and it may even be of such a tj pi* tlait its value will 
increase as the years go by. In this case, the uwrua- will enjoy a margin 
of additional profit by reason of this inereasax Ihit if is e(|ually possible 
that the kind of capital used will, long before it is worn out, be ren- 
dered obsolete and worthless through the invention of new processes, 
or changes in the desires of consumers; and in such evcait, a loss will 
be suffered. It is on this account that patents are sometimes bought 
up and then quietly shelved (instead of being utilized) until the 
enterpriser is able to put them into operation without what appears 
to him to be a premature scrapping of machinery that is .still produc- 
tive. In general, the longer the life of the capital, tlic greater is the 
probability of loss of this kind in place of gain. 

Uncertamties Resulting from Specialization^ Specialization 
also usually spreads production out over a considerable period of 
time. Not only does specialization divide work up among many per- 
sons, but it frequently calls to its aid producer's in all parts of the 
world. If we attempted to trace the beginnings of a suit of clothes 
or a pair of shoes, we might easily find ours<*h*es carried to a sheep 
ranch in Australia or a cattle range in Argentina. Producers of raw 
materials far and wide are going aliead with production in the hope, 
but with no certainty, that their goods will sell at a profitable figure. 
The same hope and uncertainty are shared by otiK,T spcjcialists along 
the line of production, through whose efforts the raw stuff eventually 
becomes finished goods. It must be remem}>ered that there is little 
or no correlation between these various specialists, and, in the 
absence of centralized control, it would be nothing short of a miracle 
if sellers desired always to sell at a given price precisely the amount 
that purchasers were willing to buy at that price. 
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What often happens is that when the prodtict of all specialists of 
one type is brought together, the quantity of goods available at a 
given time is so small that producers are able to command a price 
materially above expenses of production; or, on the contrary, it is so 
large that they must accept for their goods less than full costs of 
production. 

Production in Anticipation of Demand. Production, then, is 
carried on largely in advance of demand. Our reference to uncer- 
tainties resulting from the roundabout process gave some notion of 
the chances taken by business men who invest in fixed capital which 
they count on using for many years. But uncertainty attaches also 
to business projects that are completed in much shorter periods. 
Productive forces are set to work today on the manufacture of goods 
that will be ready for sale a few months or a year hence. But will 
the work be accomplished as quickly or economically as the enter- 
priser anticipates? On this point he cannot be certain. The cost of 
raw materials, labor, and power may rise unexpectedly, and, if the 
enterpriser is producing on contract, he may have to deliver at a 
loss. If, as is more likely, he is producing “for stock” and not on 
special order, a strike of his employees, or some other unforeseen 
event, may so interfere with production, and so increase expenses, 
as to bring appreciable losses. 

If our enterpriser is a fanner, he has to face the hazards of un- 
favorable weather, insect pests, and so on. There is always, therefore, 
the possibility that production may not measure up to the enter- 
priser s expectations— expectations which were perhaps entirely war- 
ranted by the conditions existing at the time his estimates were made. 

Changes in Market Conditions. But marketing a product is 
often a more hazardous undertaking than making it in the first place. 
What assurance has the business man that the finished goods will be 
desired sufficiently by the public to enable him to dispose of them 
on satisfactory terms? The fact that production precedes demand 
brings into the situation a large element of uncertainty. Obviously, 
a given manufacturer will want to produce as much goods as he 
can sell at a profitable figure, but the problem of determining the 
amount is a serious one. He has, first of all, to try to predict the 
quantity of goods that the public will buy at a price high enough to 
cover all costs of production. Then he must undertake a most 
difficult task— that of estimating the quantity of the article that will 
be thrown upon the market by other producers. 
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Added to these difiSculties is the possibility that the tastes of 
potential buyers will have changed by the time the goods are ready 
for sale, or that their purchasing power will have declined, with a 
consequent reduction in the quantity that can be sold. Fashions 
change, and sometimes very quickly, as witness past developments 
in automobiles, radio receiving sets, popular literature, womens 
costumes, coiffures, and so on. Extensive changes in the demand for 
goods sometimes spell ruin to a business man. The shift from wool 
to silk and rayon for women’s dresses, the reduction in the quantity 
of material used, a serious decline in the sale of mens shoes, and 
the like, are examples of modifications in demand that have taken 
place, sometimes slowly and again suddenly, but in every case with 
a profound effect upon the fortunes of business men. The effect 
upon some enterprisers, it will be noted, is detrimental, and upon 
others beneficial. But the presence of chance in the marketing end 
of business is beyond question, and the losses, when they come, may 
fall upon either manufacturer or merchant, or both. 

Who Are the Risk-Bearers? The owners of all the factors of 
production share, although unequally, in the uncertainties of eco- 
nomic life, unless methods of shifting the hazards are developed. 
The owners of land are perhaps less liable than capitalists, laborers, 
and enterprisers, to suffer loss through economic imccn-tainties. For 
land possesses a substantiality that makes its physical destmction 
improbable, and it is so essential to all phases of human existence 
tliat the demand for acres and square feet is more likely to increase 
than diminish. However, a pex'son who rents agricultural land to 
another is always under the necessity of seeing to it that his tenant 
does not exhaust the fertility of the soil; and the owner of urban 
land sometimes finds his holdings ‘'blighted” (or reduced in value), 
owing to shifts of business or residential districts to new locations. 
On the whole, it appears that the uncertainties attaching to land 
values work to the advantage of the owners; that is to say, rises in 
land values are much more frequent, and more extcuisive, than de- 
clines. This is true because the growth of population, causes a 
steadily increasing demand for land while, at the same time, it is 
practically impossible to add to the total stock. 

The owners of capital, in the main, bear a larger share of uncer- 
tainty than owners of land. Capital (such as factory buildings, 
machines, and tools) may be ruine^d by fire, flood, or other destruc- 
tive forces; or its value may disappear wholly, or in part, as better 


THE PROBLEM OF BUSINESS RISKS 157 

forms of capital make their appearance. There is also the possibility 
of losing one’s capital through fraud or lack of ability on the part 
of the enterpriser to whom it has been entrusted. The large toll of 
business failures listed in Table 7 is indicative of the fact that 
investors do take chances in lending their funds to business enter- 
prisers. These uncertainties, as we shall see when we study the 
distribution of income, form a part of the gross interest charge. 


Table 7. Fifteen-Year E-ecord of Business Failures 
IN THE United States, 1931-1945® 


Year 

Number of 
Failures 

Aggregate 

Liabilities 

1931 

28,285 

$736,309,000 

1932 

31,822 

928,313,000 

1933 

20,307 

502,831,000 

1934 

11,724 

230,198,000 

1935 

11,510 

183,013,000 

1936 

9,185 

147,253,000 

1937 

9,492 

i 183,252,000 

1938 

12,840 

226,504,000 

1939 

11,412 

168,204,000 

1940 

13,619 

166,684,000 

1941 

11,848 

133,102,000 

1942 

9,405 

100,763,000 

1943 

3,221 

45,330,000 

1944 

1,222 

31,660,000 

1945. 

810 

30,395,000 


« Source: Survey of Current Business, 1932 to 1946. 


Investors weigh, perhaps very inaccurately, the amount of risk in- 
volved in buying a certain bond or share of stock. The more haz- 
ardous the investment, the higher must be the interest rate on bonds 
or the dividends from shares of stock, if owners of funds are to be 
induced to put them into industry. 

In the case of land purchase or capital investment, the uncertainty 
involved is assumed by the individual himself. He decides to take 
a chance; and the longer the chance, the greater must be the pros- 
pect of return if his venture turns out well. We may dismiss, thus 
briefly, tliese two types of economic uncertainty, and consider at 
greater length the more complicated hazards of the enterpriser, 
together with certain methods of handling the risks of production. 
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Risks of Business Enterprisers 
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Risks of Dishonesty, Insurance against theft, robbery, and bur- 
^ glary may also be purchased. One type of insurance, known as 
^‘^suretyship, protects the business man against dishonesty on the 
part of his own employees. The process consists of "'bonding^' the 
employees up to a stated amount; thus the surety company becomes 
responsible for the peculations of the individual who has been 
bonded. It is the custom of many concerns to take out insurance 
of this kind on employees who hold positions of trust and responsi- 
bility. 

Risks in the Purchase of Materials. All progressive business 
concerns now buy their materials on the basis of definite specifica- 
tions, which set forth the standards to which these materials must 
conform. Going one step further, they often test the materials in their 
laboratories when they have been delivered. In this way they avoid 
the possibility of inferior goods being foisted upon them. 

Later in the chapter, under the heading ‘‘Constructive Specula- 
tion,” we shall describe “deferred delivery contracts” and “hedging,” 
which are employed by some business men as protection against 
price fluctuations that might result in losses. 

Uncertainties in Production. Using the term “production” in 
the restricted sense of the creation of form utility, we may repeat the 
statement, made in an earlier paragraph, that there is a large ele- 
ment of uncertainty in this field of business activity. The task of 
estimating in advance the cost of producing a given quantity of 
goods is a difiicult one. A printing house, for example, is asked to bid 
on a certain job of printing. In order to secure the contract in 
competition with others, a close estimate must be made. But when 
the job is completed, it may be discovered that the price quoted 
was too low because of (let us say) a lack of eflFectiveness on the 
pait of labor, or a sudden advance in the price of paper or ink, 
or the temporary failure of an electric company to supply power, 
with a consequent enforced idleness of the pressmen. 

Production of goods for stock also is subject to uncertainties. 
Some of the hazards of the productive process are being eliminated 
by the substitution of scientific management for the old rule-of- 
thumb methods. Work is being more carefully planned now than 
in the past; the productive powers of employees are better known; 
materials are purchased and stored in such manner as to lessen 
the probabilities of waste; and the whole process of production is 
under more complete control. As a single example of the gain in 
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certainty to be realized through scientific management, we may 
mention the use of time studies in predicting the effectiveness of 
labor. If adequate time studies have been made, it is possible to 
estimate with a high degree of accuracy just how much time will be 
required for the completion of a job, and the labor cost involved. 
In the absence of such studies, estimates of labor cost are naturally 
faulty. Through the development of exact knowledge to replace mere 
guesswork, at least some of the uncertainties of production can be 
removed. 

Uncertainties in Marketing. Accurate knowledge may also be 
prescribed as the most effective remedy for uncertainties in market- 
ing. It is no small undertaking to analyze a market and determine 
the sales possibilities of a given commodity. But unless a scientific 
analysis of the situation is made, it is next to impossible for an 
enterpriser to estimate satisfactorily how much goods he may reason- 
ably expect to dispose of. In making an analysis of this kind, it is 
necessaiy to deteimine the class or classes of consumers that may 
be expected to purchase the commodity or service in question, the 
number of consumers in each class, and hence the number of 
potential buyers under normal conditions. Factors that play a part 
in the making of a market are the purchasing power, living con- 
ditions, occupations, racial characteristics, climatic conditions, and 
numerous other influences affecting the different classes of con- 
sumers. 

But knowledge of abnormal conditions also is important in avoid- 
ing marketing hazards; and the desire of business men for advance 
information on business fluctuations has given rise to the develop- 
ment of business forecasting, as practiced by such organizations as 
the Harvard Economic Service and the Babson Statistical Service. 
On the theory that history repeats itself, these “services’’ have been 
established to make careful studies of the volume of production 
(particularly in iron and steel), price movements, banking activities 
(including interest rates), stock market conditions, business failures, 
and other data that are thought to indicate business trends. On the 
basis of these studies business forecasts are prepared and sold to 
those who are sufficiently interested to pay the price. It is thought 
by some economists that infoimation of this kind may eventually 
be quite effective in lessening uncertainties in both manufacture and 
marketing. 


I 
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Business Risks and Profits, We have sketched a sufficient 
number of business uncertainties to show clearly that they are many 
and great. There is a tendency, on the part of progressive business 
men, to eliminate or lessen their hazards through the adoption of 
more scientific business methods, as in the handling of men and 
materials, and the development of better marketing practices based 
on statistical data. Of the risks that cannot be done away with or 
reduced appreciably, some are shifted to insurance companies; 
others, again, must be borne by the enterpriser himself. For, as 
Professor Marshall points out, “no insurance can be effected against 
the great majority of business risks. For the greater part of business 
risks are so inseparably connected with the general management of 
the business that an insurance company which undertook them 
would really make itself responsible for the business; and in con- 
sequence every firm has to act as its own insurance office with 
regard to them.'" ^ 

Many of the uncertainties that cannot be insured against arise 
because goods are produced in advance of demand. The unpredict- 
able changes that take place may result in a surplus remaining after 
all necessary expenses of production have been met. This surplus 
is known as “profit," and will be dealt with in a later chapter. But it 
is equally possible that there may be a deficit after all costs of 
production have been paid. It is held by some that there is a 
tendency for profits to equal losses and cancel out over a long period 
of years. It is certainly tme that unless the profits of a given concern 
are, in the long run, at least as great as its losses, the concern must 
go down in defeat. • 

Risks OF Industrial Workers 

It is peculiarly the function of the enterpriser to assume certain 
types of business risk. But a recognition of the enterpriser s responsi- 
bility in this connection need not obscure the fact that industrial 
workers also have a large stake in the businesses to which they give 
their time and efforts. We shall indicate certain risks that fall to the 
lot of workers in modem industry, together with some methods that 
have been devised for meeting these risks. 

Risk of Temporary Unemployment. The possibility of losing 
his job is a business risk of the industrial employee that causes 

2. Alfred MarshaE^ of Economics, London, Macmillan & Co., Ltd., 

1930, 8th ed., p. 398. 
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him much worry. Estimates of unemploymeBt in the United States 
vary greatly, but it is probable that the average number of persons 
unemployed in this country is somewhere around two million. In 
times of prosperity this number may be halved, but in periods of 
depression it is believed that as many as thirteen million persons, 
willing and anxious to work, have been out of employment at a given 
time in this country alone. 

Unemployment may be due to seasonal fluctuations in a given 
ti*ade, as in the bituminous coal industry, which normally provides 
its laborers with only about 215 days of work annually; or it may 
be the result of general business depression which forms a part of 
the so-called business cycle. Thus, in the depression of 1921, between 
five million and six million pei'sons were involuntarily deprived of 
their jobs because business in general was languishing; and in the 
post-1929 depression the number of unemployed was estimated at 
as high a figure as thirteen millions. 

Whatever may be the causes of temporary unemployment, the 
hazard is a very real one. And, in the United States at least, it is 
a business risk that has been borne largely by the workers themselves. 
Something, but not much, has been done to lessen seasonal unem- 
ployment by combining two businesses that have their ' msh seasons” 
at different times of the year. In some branches of the clothing 
industry, and in other unionized trades, there are guaranties of a 
minimum amount of employment annually. Plans of individual con- 
cerns, aimed at relieving unemployment, have been adopted by 
George A. Plormel and Company, meat packers, the Nunn-Bush Shoe 
Company, the Procter and Gamble Company, and a relatively small 
number of other concerns.^ 

Unemployment is one of the risks of business that can be insured 
against, and it is urged by some that insurance of this kind might 
properly form a part of the expenses of production, as do the costs 
of fire insurance at the present time. Though England and several 
other foreign countries have long had compulsory unemployment 
insurance (financed by employers, employees, and the govemment), 
the passage of the Social Security Act in 1935 marked the first attempt 
of the people of the United States to provide unemployment insur- 

-An excellent summary of efforts to stabilize emplo 3 unent is given in “Re- 
ducing Fluctuations in Employment,” No. 27 of Studies in Personnel Policy, 
Supplement to The Conference Board Management Record, New York, Na- 
tional Industrial Conference Board, November, 1940, 
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ance on a nation-wide basis. A federal payroll tax has been imposed 
upon employerSj amounting to 3 per cent a year. Under certain 
specified conditions, nine-tenths of the revenue derived from this 
tax goes into state unemployment funds, to which further contribu- 
tions are made by employers ( and sometimes by employees as well) , 
It is from these state funds that unemployment benefits are paid. 
The amount of benefits varies as between states, but in general an 
unemployed worker, after a waiting period of four weeks, may expect 
to receive about 50 per cent of his previous weekly wage (with a 
minimum and maximum which vary considerably as between the 
individual states), and for a period of sixteen weeks if he remains 
out of work for so long a time. The benefits paid were increased 
substantially during World War II (whether temporarily or perma- 
nently is not yet clear) ; and in the year 1946 about Si million workers 
drew unemployment benefits. The average amount of benefit was 
$18.50 a week, the average period of benefit payments was 13.4 
weeks, and a total of $1,095,476,000 was paid in benefits during the 
year. This unemployment plan has certain shortcomings, which we 
cannot undertake to describe at length, though we may mention the 
fact that it probably does not cover more than one-half of our working 
population, because certain occupations are excluded. However, it is 
definitely better than no unemployment insurance at all, and is gradu- 
ally being improved. 

The Hazard of Permanent Unemployment. Much more seri- 
ous than temporary unemployment is the permanent loss of one’s 
job. The danger of such loss is always present in an age of rapid 
technological advance. The worker who has spent years acquiring 
specialized skill may see this skill rendered wholly or partly valueless 
by the invention of a machine that performs the task much more 
quickly than the old hand method. Displacement of hand workers 
by the machine process has caused suffering ever since the very 
beginnings of the Industrial Revolution, when power spinning ma- 
chines took the place of spinning wheels and power looms were 
used instead of the old hand looms. 

A more recent example is the economic hardship home by glass- 
workers in New Jersey, owing to the development of the Owens 
automatic machine for the manufacture of glass bottles. Because of 
the invention of new machinery in the bottle industry, the wages 
for workers in this trade were twice reduced within the space of 
four years. Wages had been stationary from 1890 to 1909. In the 
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latter year there was a reduction of about 20 per cent, and this was 
followed by a similar reduction in 1912, making the wages in that 
year 36 per cent lower than the 1890-1909 wages. Since that time 
there have been several increases, but these were not sufficient to 
more than offset the rising cost of living, so that we may safely say 
that the real wages of certain workers in the glass-bottle industry 
are fully one-third lower than they once were, and that this decline 
came as a result not of decreased efficiency, or lessened skill, or any 
other circumstance within the control of the worker, but simply 
because of the invention of a labor-saving machine. 

To bring our illustrations more strictly up to date, we may men- 
tion the serious situation which for some years has threatened the 
earning capacity of those professional musicians who make a living 
as members of theater orchestras. So great have been the technical 
improvements in the field of the ‘‘talking pictures,” that many mana- 
gers of legitimate and motion-picture theaters have dispensed with 
orchestras and are giving their audiences “canned music” provided 
by reproducing devices. The concern of the musicians is apparent. 
In an effort to retain their jobs, the 140,000 organized musicians of 
the United States (through their union, the American Federation of 
Musicians) have spent many thousands of dollars for paid adver- 
tisements in leading newspapers and magazines, begging the public 
to insist upon “living” music and to accept no substitutes. 

Economic changes, such as those cited, do not necessarily result 
in strictly permanent unemployment; they may bring about a fairly 
long season of idleness, followed by the acceptance of other kinds 
of work which are less remunerative than the old occupations, but 
better than none at all. There is now present, however, a new busi- 
ness hazard that may well strike teiTor to the heart of tlie industrial 
worker. This is the tendency for employers to show a definite pref- 
erence for young workers, and, indeed, in some cases to refuse to 
engage men who are more than forty years of age. If this practice 
should become widespread, it would add tremendously to the risks 
of unemployment. 

Risks of Hazardous Occupations. Though the possibility of 
enforced idleness constitutes the greatest risk that workers are com- 
pelled to bear, yet, if involuntary unemployment should be wiped 
out completely, there would still remain for industrial employees 
certain hazaids directly connected with their oecupations. 
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W© do not know accurately the number of industrial accidents 
that occur annually in the United States. But it seems probable 
(in view of estimates that have been made) that we have every 
year about 17,000 fatal accidents in industry,® some 1,400,000 that 
cause some loss of time from work, and more than 40,000,000 that 
require little attention. Occupational diseases are also more com- 
mon than is generally known. Workers in paint factories may con- 
tract lead poisoning; in textile mills, tuberculosis; and in leather- 
tanning plants, anthrax. Girls who paint luminous watch dials some- 
times succumb to radium poisoning, and workers in brass foundries 
suffer from inhaling zinc fumes. 

Tuberculosis claims an especially large number of victims among 
industrial workers throughout the world. Following is an extract 
from the report of an official investigation into the high tuberculosis 
rate among Welsh quarrymen: 

While the investigations were confined to one district, the conclusions 
arrived at apply to the whole of the Welsh slate-bearing areas. It has 
been thought that the high rate of tuberculosis among the quarrymen of 
North Wales is mainly due to poor feeding, particularly to excessive tea 
drinking. The report recognizes diet as having played a part in the causa- 
tion of the high death rate. But with regard to the slate workers, the 
problem of prevention of lung disease among them, arising out of their 
occupation, is the dust problem. 

From long contact the clothes of the workers in the sheds are satu- 
rated with slate dust. The floors of the sheds are covered with dust, and 
the ledges and beams even to a height of twenty feet or more from the 
ground are covered on their upper surfaces with fine dust to a depth of 
half an inch. Currents of air and vibration from the machinery keep the 
dust floating in the atmosphere. Quartz formed 35 per cent of the whole, 
and particles of this substance from 1 to 5 microns in diameter were 
plentiful Mica and chlorite formed the bulk of the remainder, mica 
predominating. 

So far as seriousness is concerned, this statement is one that could 
be duplicated in many countries and many industries. And in most 
cases we have an abundance of information relative to the measures 
which, if adopted conscientiously and extensively, would lessen 

s A startling illustratiGn of industrial hazard appeared in a statement in The 
New York Times (November 24, 1929) to the effect that the Window 
Cleaners’ Union loses almost 2 per cent of its members each year through 
accident. 
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greatly the dangers of hazardous occupations. For occupational dis- 
eases and accidents can be reduced materially by the installation of 
fans to carry oflF dust and fumes; of facilities for changing from street 
to work clothes, and for washing up thoroughly at lunch time and 
again at the close of the day, to lessen the danger of infection; of 
safety devices to guard against injury from high-speed machinery, and 
so on. Through these and similar measures, it would be possible to 
shorten the long list of dangerous occupations and reduce the heavy 
burden of risk that now falls upon the workers. The legal prohibition 
of the manufacture of phosphorous matches is a sample of what can 
be done, if only the importance of the issue is once generally realized. 

In addition to lessening industrial misfortunes of these kinds, 
provisions have been made in some instances for insurance against 
the economic hardships they entail. In some European countries it is 
obligatory upon employers to provide insurance against loss of time 
from sickness, though in most cases the employees themselves are 
required to contribute something toward the payment of the pre- 
miums. In the United States most sick benefits are paid through 
fraternal orders or trade unions. To be of much avail in connection 
with occupational diseases, insurance of this kind must be extended 
to take care of the entire period of disability. 

So far as industrial accidents are concerned, the several states 
of the United States (with the exception of one only) have written 
into their legal codes Workmens Compensation Acts, which pro- 
vide for payment by the employer of a weekly benefit over a stated 
period when the worker is injured in the line of duty, and of a 
stipulated amount in case of accidental death. The obligation is 
frequently handled by employers through the agency of insurance 
companies. The benefits, it should be added, are usually so small 
that it may fairly be said that the risks of dangerous occupations 
are in America borne very largely by the workers themselves. 

Insurance 

We have referred so often, in our discussion of business risks, to 
transferring the hazards to specialists in risk-bearing, that it seems 
desirable to give some attention to tire principles and practice of 
insurance and speculation. 

The Nature of Insurance. Insurance is a cooperative arrange- 
ment by means of which the losses resulting from a given type of 
risk are shared by many persons who might be affected adversely 
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by this risk, instead of being borne by the relatively few upon whom 
the blow actually falls. 

Through the medium of insurance, the financial loss caused by 
the destmction of a house by fire, of an automobile by collision, or 
of earning capacity by death or disability, is met by “benefits” paid 
from a fund accumulated for the purpose. This fund is the result 
of stncill payments ( premiums”) made by all who are insured 
against the hazard in question. In this way, funds are collected and 
paid out in such manner that each member of the group pays his 
share of the total losses inflicted upon the group by the hazard 
insured against, and the cost to the individual member is relatively 
slight. 

The Basis of Insurance. Large numbers and reliable statistics 
are requisites of a successful insurance plan. Uncertainties that are 
not calculable for individual instances may be estimated with con- 
siderable accuracy when a large number of cases is dealt with. For 
example, statistics collected over a long period of years give a good 
idea of the probable death rate among tire members of a large group. 
Just which of the million policyholders of an insurance company will 
die within the year cannot be foretold, but the number that will 
fail to survive can be predicted with surprisingly slight error. It is 
the business of actuarial experts to estimate how many (but not 
which particular individuals) among those insured against risks will 
suffer from fire, burglary, automobile accidents, and other disasters 
and, as a consequence, will demand benefits as agreed upon in the 
insurance policy. 

We see, then, that there is safety in numbers, and that, by com- 
bining a great many individual uncertainties, the possibility of loss 
for the individual is converted into a certainty of loss for the group. 
This certain and predictable loss is distributed among the insured 
on the basis of the amount of protection each is carrying, and a 
charge is made to cover administrative costs. By paying a small 
sum, a person may make monetary provision against any of many 
types of hazard. For example, by paying an annual premium of ap- 
proximately $20.00, a man thirty-five years of age may make certain 
that upon his death his beneficiary will receive the sum of $1000. 

A Reduction in Uncertainty. Insurance takes many forms and 
covers a large number of hazards. But in all cases, it should be noted, 
the insured disposes of the uncertainty by accepting a small definite 
loss (the premium payment) in order to relieve himself of a loss 
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which may never come to him, but which, if it should come, would 
be very burdensome because of its size. Nor does the insurance 
company itself mn any great chance of loss. For if its statistics 
have been calculated correctly, the receipts from premiums should 
be adequate to take care of all benefits that must be paid. Indeed, if 
they should prove to be inadequate, larger premiums will be de- 
manded in the future, as was the case recently in Philadelphia, when 
rates for automobile insurance advanced sharply because of an in- 
crease in the number of automobile accidents among policyholders. 
It may be said, then, that insurance is a means of reducing uncer- 
tainty, though it does not necessarily lessen the number of losses. 
Through the use of statistics and the application of the law of large 
numbers, that which has been highly uncertain is turned into a 
fairly sure thing. 

Insurance and the Reduction of Loss. But insurance may, and 
sometimes does, bring about a positive reduction in losses. For the 
payment of premiums is irksome to policyholders, and premium 
payments may be reduced in amount if the hazards insured against 
are lessened. That they can be lessened in many instances is beyond 
question. Thus life can be lengthened by proper attention to the 
laws of health; fire hazard can be reduced through the introduction 
of sprinkler systems and adequate fire-fighting apparatus; robberies 
can be lessened by the installation of burglar alarms and the de- 
velopment of better police protection, and so on. 

Indeed, some of our leading authorities on the sub|ect regard the 
reduction in loss as the most significant service performed by the 
institution of insurance— important though it is to relieve individuals, 
through group action, of hazards that they are unable personally to 
assume. Though spreading a loss by means of insurance is better 
than having it borne by an individual, the reduction or elimination 
of the loss is still more desirable. The fact that insurance appears 
to aid in the good work of reducing losses is an excellent reason for 
applying the insurance principle to risks that are especially burden- 
some to industrial workers. It may well be used as an argument for 
extending unemployment, sickness, and pennanent disability insur- 
ance more widely into American industry, for in tills way some of 
the uncertainties that now press heavily upon the workers, and cause 
concern to conscientious employers as well, might be materially 
lessened. 
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Constructive Speculation 

Wg have spoken of deferred delivery contracts and hedging as 
devices which the business man may use to protect himself against 
price fluctuations in the purchase of materials. These two operations 
are a part of the larger subject of speculation. Speculation con- 
sists of dealing in things the future prices of which are eminently 
uncertain/^ ^ 

Conimodity Exchanges. We shall confine our attention very 
largely to dealings that take place in the commodity exchanges, for 
it is here that we see most clearly the constructive function that 
speculation may perform. The most important of these exchanges 
are those associations of dealers in large cities that provide a con- 
tinuous market for cotton, wheat, sugar, com, coffee, and other types 
of commodities. If a commodity is to be handled in an organized 
market, it must be capable of standardization so that quantities and 
qualities may be expressed readily; it must be important enough to 
occupy the attention of many buyers and sellers; and it should, 
moreover, be liable to considerable fluctuations in price. The two 
commodities that meet these conditions most fully in this country 
are wheat and cotton. 

“Cash Contracts” and “Futures Contracts.” The members of 
a commodity exchange stand ready to enter into either cash contracts 
or futures contracts, A cash contract may be a "spot” transaction (in 
which case delivery is made at once) or a "deferred delivery” con- 
tract (with delivery to be made on a specified future date). The 
contracting parties are persons whose business it is to seU and buy, 
and actually deliver and accept, the commodities in which they deal. 
It is important to bear in mind that the cash contract is fulfilled by 
actual delivery of the commodity contracted for,^ 

This is not true of futures contracts. "A futures contract may be 
defined as a contract for the sale of a stipulated amount of a speci- 
fied grade of some commodity at a fixed price at a future date.” ® 
This sounds very much like the deferred delivery contract mentioned 

^ Alfred Marshall, Industry and Trade, New York, The Macmillan Company, 
1923, p. 252. 

® G. Wright Hoffman, Future Trading and the Cash-Grain Markets, Wash- 
ington, United States Department of Agriculture, Circular No. 201, January, 
1932, p. 7. 

® Charles O. Hardy, ffisk and Risk-Bearing, Chicago, University of Chicago 
Press, 1937, rev. ed., p. 204. 
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above, but its object and operation are quite different. The purpose 
of the futures contract is not to dispose of or get possession of 
physical commodities, for Tn the purchase or sale of a future, it is 
the exception rather than the rule for the contract to be fulfilled 
by actual delivery.’' ^ The speculators who enter into futures con- 
tracts are interested not in the commodities themselves, but merely 
in the profit they hope to reap through these market transactions. 
Consequently, when the time for delivery arrives, it is the usual 
procedure to ''settle” by paying or receiving (as the case may be) 
the difference between the contract price and the market price pre- 
vailing on the day on which the terms of the contract must be met. 

If, then, a seller of wheat agreed to deliver on April 1 at 90 cents, 
and the market price on that date turned out to be 88 cents, he 
would collect from the buyer 2 cents a bushel, this amount repre- 
senting the profit he would make if he fulfilled the contract and 
actually delivered the wheat. If, on the other hand, wheat were 
selling at 92 cents on April 1, the seller would be required to pay 
the buyer 2 cents on each bushel contracted for. It may be said, 
therefore, that futures transactions are in efl'ect wagers on whether 
the price will rise or fall. But in many instances these '‘hets” are 
based on careful estimates of extremely able business men who give 
their entire time and attention to the study of world conditions of 
supply and demand, and then back up their deliberate judgments 
with hard cash. 

Buying ‘‘Deferred Deliveries'^- to Shift Risk. Our special inter- 
est, however, is the use of speculation as a means.- of handling, busi- 
ness risks. We may take, by way of illustration, the familiar example 
of . the miller who, through dealings in the wheat exchange, protects 
himself against fluctuations in the price of wheat 
: Let us suppose that the miller has been asked by baker to 
quote' in; advance on the delivery of 100 barrels of flour each month, 
over a„period of six months. We may assume, further, that, the. millers 
productive" capacity is 100 'barrels .a- month, and. that.' he , wishes .tO' 
buy his wheat as. he needs it for milling , into^ flour. How, in,, view, 
of possible changes in the price of wheat, can the miller make a 
contract, some months in advance of deliveiy and at a specified 
figure, without miming considerable risk of loss? ( For his raw ma- 
terial, wheat, may have risen in price as he seeks, month by month,, 
to secure the amount required to fulfill his contract. ) 

7 G. Wright Hoffman, Future Trading and the Cash-Grain Markets^ p. 7. 


THE PROBLEM OF BUSINESS RISKS 171 

The problem would be a difficult one in the absence of a wheat 
exchange. But the existence of such an exchange enables the miller, 
today, to place orders for wheat to be delivered each month at prices 
quoted today for future delivery. Thus, the cost of the mille/s raw 
material is definitely known, and he may use this figure as the basis 
of his quotation to the baker, secure in the knowledge that by buying 
for deferred delivery he has insured himself against possible price 
fluctuations that are wholly beyond his control. Having shifted a 
particular hazard to a specialist in risk-bearing (a speculator), he is 
able to give his undivided attention to the task of milling flour, in 
which he is himself a specialist. 

^‘Hedging” to Shift Risk. But the glove may be on the other 
hand, the miller wishing to manufacture for stock, turning wheat 
into flour day by day, in order to keep his employees busy and to 
have on hand at all times sufficient flour to meet the needs of his 
customers. In this way, his production may regularly be a month in 
advance of sales. But the selling price of flour, when it is finally 
disposed of, will usually be based on the cost of wheat at that 'par- 
ticular time, and not upon its cost at the time the wheat was actually 
purchased. How, under such conditions, can the miller guard against 
a di*op in the price of wheat and a consequent loss in revenue from 
the sale of his flour? He may do it through the process known as 
‘liedging,’’ which involves the simultaneous purchase of physical 
wheat for immediate delivery and the sale of wheat futures. 

Let us imagine, for the sake of simplicity, that the miller manu- 
factures every month 10,000 barrels of flour to be sold on the first 
day of the following month. If five bushels of wheat make a barrel 
of flour, the miller on January 1 will buy from a dealer in grain 
50,000 bushels of wheat at (say) $1.00, to be milled in the course of 
the month. At the same time, in order to make a perfect hedge, he 
sells in the futures market;' for delivery on February 1, 50,000 bushels’ 
of wheat at $1.00. Now, whatever may happen to the price of wheat 
during the month of January, he will find that his hedging operation 
has protected him against loss resulting from fluctuations in wheat 
prices. The transaction of January 1 is as follows: 

lanuary 1 January 1 

Miller buys 50,000 bushels of phys- Miller sells 50,000 bushels of fu- 
ical wheat at $1.00 per bushel. tures wheat at $1.00 per bushel. 
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Gn February 1, wheat may be selling at $1.02 per bushel, in which 
case the following situation exists: 

February 1 February 1 

(Wheat selling at $1.02) 

Miller sells flour at a price based on Miller delivers at $ 1.00 (the con- 
$1.02 wheat, though his wheat ac- tract price) wheat which actually 
tually cost only $1.00 per bushel. costs him $1.02, or pays the differ- 
Hence, he gains 2 cents per bushel, ence to speculator. Hence, he loses 
or $1000. 2 cents per bushel, or $1000. 

Or wheat may be selling at 98 cents on February 1, with these 
results: 

February 1 February 1 

(Wheat selling at 98 cents) 

Miller sells flour at a price based Miller delivers at $1.00 (the con- 
on 9 8-cent wheat, though his wheat tract price) wheat which he buys 
actually cost $1.00 per bushel. on February 1 at 98 cents, or re- 
Hence, he loses 2 cents per bushel, ceives the difference from specula- 
or $1000. tor. Hence, he gains 2 cents per 

bushel, or $1000. 

This illustration shows that, by hedging, the miller has denied 
himself the profit that would have been his if, in the absence of a 
hedge, the price of wheat had advanced. But he has likewise in- 
sured himself against a possible decline in the price of wheat which 
would have entailed a loss. When the miller hedges, therefore, his 
gains cotisist of the normal gains to be realized by manufacturing 
wheat into flour. They are, in a word, precisely as much as they 
would be if the price of wheat were never-changing. Indeed, the 
miller s object in hedging is to render Kimseh immune to any price 
changes that may take place. 

The 'Imperfect Hedge/’ We have said that a perfect hedge- 
one which completely eliminates loss or gain through fluctuations in 
tire price of raw materials— is possible only when the cash and futures 
prices are identical But it is quite possible to make a limited hedge 
when these two prices vary. 

Let us suppose, for example, that when the miller buys physical 
wheat at $1.00 on January 1, he finds that the price of February 
futures is 98 cents. Any hedge for a month he now enters into will 
involve the loss of 2 cents a bushel, as we may see from the follow- 
ing statement: 
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January 1 January 1 

Miller buys 50,000 bushels of phys- Miller sells 50,000 bushels of fu- 
ical wheat at $1.00 per bushel tures wheat 98 cents per bushel. 

If, on February 1, wheat should be selling for 97 cents a bushel, 
the miller would find himself facing the following situation; 

February 1 February 1 

(Wheat selling at 97 cents) 

Miller sells flour at a price based on Miller delivers at 98 cents (the 
97-cent wheat, though his wheat contract price) wheat which he 
actually cost $1.00 per bushel, buys on February 1 at 97 cents, or 
Hence, he loses 3 cents per bushel, receives the difference from specu- 
or $1500. lator. Hence, he gains 1 cent per 

bushel, or $500. 

Net loss on hedging transaction, $1000 

If the February 1 price of wheat should be $1.03 instead of 97 
cents, the effect upon the miller s fortunes would be the same, as 
witness: 


February 1 February 1 

(Wheat selling at $1.03) 

Miller sells flour at a price based on Miller delivers at 98 cents (the con- 
$1.03 wheat, though his wheat ac- tract price) wheat which actually 
tually cost only $1.00 per bushel, costs him $1.03, or pays the dif- 
Hence, he gains 3 cents per bushel, ference to speculator. Hence, he 
or $1500. loses 5 cents per bushel, or $2500. 

Net loss on hedging transaction, $1000 

However, if the February futures price should be higher than the 
January cash price (say, $1.02 a bushel as against $1.00), the miller 
is bound to gain 2 cents a bushel if he hedges, regardless of the 
cash price prevailing on February 1, as is shown in the following 
illustrations: 

January 1 January 1 

Miller buys 50,000 bushels of phys- Miller sells 50,000 bushels of fu- 
ical wheat at $1.00 per bushel. tures wheat at $1.02 per bushel. 

First, let us suppose that the February 1 cash price of wheat is 
98 cents. 
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February 1 February 1 

(Wheat selling at 98 cents) 

Miller sells flour at a price based on Miller delivers at $1.02 (the con- 
98-cent wheat, though his wheat tract price) wheat which he buys 
actually cost $1.00 per bushel on February 1 at 98 cents, or re- 
Hence, he loses 2 cents a bushel, ceives the difference from specu- 
or $1000. lator. Hence, he gains 4 cents per 

bushel, or $2000. 

Net gain on hedging transaction, $1000 

Finally, if wheat were selling at $1.08 on Februaiy 1, this hedging 
transaction would still yield $1000 of gain, as appears below: 

February 1 February 1 

(Wheat selling at $1.03) 

Miller sells flour at a price based on Miller delivers at $1.02 (the con- 
$1.03 wheat, though his wheat ac- tract price) wheat which actually 
tually cost only $1.00 per bushel, costs him $1.03, or pays difference 
Hence, he gains 3 cents per bushel, to speculator. Hence, he loses 1 
or $1500. cent per bushel, or $500. 

Net gain on hedging transaction, $1000 

The fact that most hedges are imperfect rather than perfect does 
not mean that they fail to perform a useful function. As our several 
illustrations have demonstrated, the hedge does eliminate the un- 
certainties of the situation. If the miller makes a perfect hedge, he 
is in the same position as though the cost of his raw material re- 
mained always fixed. If the futures price of wheat is lower than 
the cash price, he must include among the costs of production this 
known, definite, additional expense; and if the futures price is higher 
than the cash price, he may safely depend upon the futures gain 
to offset a part of his costs of production. In any case, he has sub- 
stituted certainty for uncertainty by hedging, and thus is enabled 
to carry on his business without worry about unpredictable changes 
in the price of his raw material. 

Social Gains Through Speculation. Whether or not the specu- 
lator performs a useful function in the economic world is a question 
that is often raised. Without attempting to give a detailed answer, 
it may be said for professional speculators that they shoulder risks 
which they are better able than others to bear, thus relieving many 
producers (such as our miller) of burdens which the latter are ill- 
prepared to carry. 

Their operations lead, moreover, to a greater uniformity in both 
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the use and the price of a given commodity, and this must be reckoned 
as a social and economic gain. The grain speculator, for example, 
learning that crop failures in certain parts of the woiid will bring a 
shortage of wheat, immediately seeks to buy contracts for the future 
delivery of wheat, and his activities raise the price. As a result of his 
purchases and those of other speculators, the price of wheat is moder- 
ately high over a long period instead of being low for a while and 
extremely high at a later time. 

The rise in price has the further beneficial effect of aiding in the 
conservation of the available stock of wheat. Were prices to remain 
low, the consuming public would be unaware of the necessity of 
economizing, bread would probably continue to be wasted, and 
something approaching a famine might be experienced before the 
coming of another harvest. High prices (resulting from the specu- 
lators activities and passed on to the public by the sellers of bread) 
serve as danger signals; and thus the physical commodity itself, as 
well as the price, is spread fairly evenly over the period of shortage. 
In case the speculators anticipate an unusually large supply, they 
force down the price through their sales of futures. In this way they 
encourage the public to consume the article in larger quantities, again 
spreading its use over the period in question and contributing also to 
price stability. 

Stock Speculation. Speculation in stocks, as practiced on the 
New York Stock Exchange and other exchanges in this and foreign 
countries, seems to many to be much less useful socially than specu- 
lation in commodities. And yet speculation in stocks does provide a 
"''continuous market’" for securities and thus makes it possible for 
the general public to participate more fully in the ownership of 
industry. Moreover, it is probable that speculation in stocks does 
something to prevent violent changes in the prices of securities by 
anticipating changes in the conditions of a given concern or of 
business in general 

It cannot be denied, however, that in both stock exchanges and 
commodity exchanges there is considerable dealing that savors of 
gambling, as well as a certain amount of manipulation designed to 
mislead the unwary. In a later chapter we shall deal briefly with 
recent legislation designed to prevent the sale of fraudulent securi- 
ties. Without attempting to minimize the harm that is chargeable 
to the organized exchanges, we should recognize the fact that they 
also confer benefits upon society; and we may leave the subject 
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with the observation of Professor Marshall to the effect that "for 

the present at least the evil [which is attributable to speculation] 

has to be taken with the good.” 

1. Some of the uncertainties of economic life are attributable to the 
fact that production today is usually very 'roundabout/" Explain. 

2. In what way does specialization lead to an increase in business 
hazards? 

3. What is the relation between uncertainty and the fact that produc- 
tion is carried on in anticipation of demand? 

4. Who are the risk-bearers in economic society? 

5. What kinds of uncertainties are borne by business enterprisers? 

6. Indicate the manner in which several types of risks of business 
enterprise may be lessened or shifted. 

7. How may scientific management be used to reduce the hazards of 
doing business? 

8. "Accurate knowledge may be prescribed as the most effective rem- 
edy for uncertainties in marketing.’" What kinds of information are 
useful in this connection? 

9. Alfred Marshall says that "no insurance can be effected against the 
great majority of business risks.” What, then, can be done about 
them? 

10. In what way are "profits” and "losses” related to business uncer- 
tainties? 

11. Industrial workers are required to bear the risk of temporary un- 
employment. What are the causes of unemployment of this kind? 

12. How may the hazards of temporary unemployment be lessened? 

13. Give several examples of the loss of industrial employment result- 
ing from technological progress. Why is unemployment of this 
kind likely to be particularly serious? 

14. Can you suggest methods of eliminating or lessening the hazards 
of technological unemployment? Should we, under the circum- 
stances, discourage the invention of labor-saving devices? 

15. What is the estimated number of fatal industrial accidents that 
occur in the United States annually? Of less serious industrial acci- 
dents? 

16. Discuss methods of reducing industrial accidents and combating 
occupational diseases. 

17. What is the purpose of Workmens Compensation Acts? How widely 
have they been adopted in this country? Who bears the expense? 

18. What part do statistics play in the insurance business? Could this 
business be conducted safely without the use of statistics? 

19. Through insurance, "the possibility of loss for the individual is con- 
verted into a certainty of loss for the group.” How, then, does in- 
surance help to lessen hazards? 

20. What are "premiums” and "benefits”? 
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21. When a man takes out insurance, he accepts a definite loss in order 
to relieve himself of a loss which may never come to him. Thus 
stated, insurance sounds like a very poor investment. Explain the 
“catch’’ in the statement. 

22. The insurance company itself does not run any great chance of loss. 
If it relieves its policyholders of risk, how can the company avoid 
bearing the risks itself? 

23. What is 'speculation”? 

24. Define the “futures contract,” and explain its business uses. 

25. What is the purpose of “hedging”? 

26. Precisely how does “hedging” differ from “buying futures”? 

27. Can speculation be justified from the economic point of view? Ex- 
plain. 
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10. The Process of Exchange 


The Relation of Specialization to Exchange. In primitive indus- 
trial society people made goods chiefly for their own consumption. 
Under conditions of modern specialization an individual has no 
intention of consuming all, or even most, of his product. A specialist 
works with the deliberate idea of producing more of a given com- 
modity or service than he himself will consume, so that he may ex- 
change this excess for other commodities and services which have 
been created by other producers. 

The farmer cannot consume all the food products he raises, the 
tailor cannot wear all the clothes he makes, the conti'actor has no 
idea of occupying all the houses he builds, nor has the surgeon a 
personal use for the many operations that represent his contribution 
to production. But these producers, who of course are specialists, 
have a definite desire for other commodities and semces; and so, 
in effect, they take their surpluses of food, clothing, houses, and 
surgical operations to other people, who give them in exchange 
shoes, automobiles, theatrical performances, and other economic 
goods they desire. 

Difficulties of Direct Exchange. We have, then, exchange go- 
ing hand in hand with specialization. Specialization would be out 
of the question without exchange, and exchange could hardly exist 
without specialization. The means by which the exchange of com- 
modities and services is effected are of several kinds. First of all is 
direct exchange or harter^ which is the type resorted to in simple 
stages of economic society and which consists of trading goods for 
goods. 

But baiter becomes extremely inconvenient as specialization 
increases. Imagine, for example, the difficulties encountered by an 
instructor in economics who is trying by direct barter, instead of by 
money exchange, to convert his specialized services into other serv- 
ices and commodities* This teacher of economics, needing a suit of 
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clotlies, goes to a tailor, who is also a specialist, and ojffers to exchange 
five hours of economics for one suit But if the tailor should not 
be interested in economics, our instructor would not be able to 
make a trade; and he might have some trouble in locating a tailor 
who would be willing to exchange clothing for training in economic 
principles. There is always a danger, then, that in direct barter one 
of the parties in question will not care to receive what the other 
has to offer. 

There is also the difficulty, in our illustration, of determining just 
how many hours of economics should be given in exchange for a 
suit of clotlies. Perhaps one hour given by a master of the subject 
would be sufficient, whereas it might take a dozen hours of teaching 
by one who knew less of economics. The tailor, in our example, 
would probably not be able to decide the true value of the service 
the teacher is offering, whereas the head of an economics department 
in a great university could appraise this particular service much 
more satisfactorily. Certainly the tailor would hardly be prepared 
to express the value of suits of clothes in terms of the many different 
kinds of economic goods that would be offered him under conditions 
of barter. 

Or suppose that our instructor wishes to buy not a suit of clothing 
but a plate of ice cream. Shall he offer to the ice-cream dealer (say) 
two minutes of economic teaching? This would seem at first thought 
to be absurd, and yet he could scarcely afford to give more than two 
minutes in exchange for the ice cream, if his time were as valuable 
under a system of barter as it appears to be in a money economy. 
And, of course, the amount of good the ice-cream dealer would derive 
from a discussion of that length would probably be almost nil. 

There is the further fact that the services of this instructor must 
be used day by day if they are to be of any use. It is impossible for 
him to save up his teaching for a month, and then dispose of it all 
in one day as he might with material goods. Consequently, we may 
say that his services are perishable; and this is true not only of 
services but also of many kinds of material goods throughout eco- 
nomic society.^ 

Advantages of Indirect Exchange. Because of the inconveni- 

1 An interesting example of modem exchange by barter is afforded by the 
Barter Theatre, of Abingdon, Virginia, to which admission may be gained by 
persons who present, at the box office, bread, cakes, fruit, vegetables, fowls, 
dairy products, and other commodities acceptable to the management. 
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ence of barter exchange and the impossibility of cariying it on satis- 
factorily, we now usually employ either money exchange or credit 
exchange. In money exchange, the instructor of our illustration is 
paid in (say) dollars, and then, with each of these dollars or portions 
of dollars, he purchases from someone else the things he needs for 
his comfort and well-being. Money is in effect a common denomi- 
nator to which we reduce all commodities and services. Its conveni- 
ences are many, as we shall note in our discussion of money in the 
next chapter. 

One of the greatest of these conveniences lies in the fact that 
money is readily accepted by all members of an industrial society. 
Our instmctor has no difficulty at all in getting the tailor to accept 
money in exchange for a suit of clothes, since the tailor may readily 
exchange these dollars for things that appeal to him more strongly 
than economic training. The instmctor s difficulty of splitting up his 
specialized sendee into portions small enough to buy the plate of 
ice cream easily has also disappeared. Instead of a few minutes of 
economic discussion, he pays the dealer fifteen or twenty cents from 
his money income. The numerous transactions of these kinds that 
are daily taking place result promptly in the establishment of defi- 
nite prices, expressed in terms of money, for all commodities and 
seiwices. Thus, there is no difficulty in finding out how much the 
instructor should give for the suit of clothes. The price has already 
been established at, let us say, $50* 

Finally, there is no need for the instructor to search for sellers who 
are willing to accept economics in exchange for their goods, since he 
may dispose of his services at a central point, a college or university, 
to which come students anxious to buy this paiticular semce. In the 
absence of money exchange, it is entirely possible that these students 
of economics, eager for knowledge of the subject, would come to the 
university prepared to pay for their instruction in potatoes, farm 
machineiy, street paving, medical service, and other kinds of desir- 
able commodities and services which, however, would not be needed 
or accepted by the instructor. But in a money economy, they pay 
their tuition in dollars, some of which the instmctor receives in pay- 
ment for the service he renders. 

Credit Exchange. Money exchange is a form of indirect ex- 
change, in contrast to barter or direct exchange, A second type of 
indirect exchange is carried on by means of credit In recent years 
the amount of business transacted by credit has increased tremen- 
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dously. Money exchange consists of giving money in return for com- 
modities or services, whereas credit exchange consists of giving in 
return for commodities and services a promise to pay at some future 
date. The principle, of course, is precisely the same. When money 
is paid for an economic good, the seller receives immediate purchas- 
ing power which he may use today if he likes. The only difference 
in credit exchange-that is, when a promise to pay at a future time 
is given— is the postponement of the actual transfer of purchasing 
power until the date stipulated in the agreement. Even this distinc- 
tion is less important than it might seem to be at first sight, because 
in many instances it is possible for the seller of goods to convert the 
credit immediately into purchasing power by selling it to someone 
engaged in a particular line of economic activity— that is, in the pur- 
chase and sale of credit instruments such as promissory notes, or 
promises to pay. Nevertheless, credit exchange is in the nature of an 
incomplete transaction, since only half of &e exchange has taken 
place, the other half remaining to be performed at another time. 

If a farmer should buy an automobile, giving in payment tons of 
hay or bushels of wheat, he would be engaging in barter, or direct 
exchange. If he should pay cash for the car, it would be a case of 
money exchange, one type of indirect exchange. If he should get 
possession of the car by signing a contract in which he agreed to 
make twelve monthly payments covering the amount of his pur- 
chase, it would be an instance of credit exchange, a second type of 
indirect exchange. 

The Use of Money in Exchange. There is one point about 
money that must be borne in mind throughout the entire study of 
economics. It has been mentioned before, but can scarcely be over- 
emphasized. This is that money is essentially a means of exchange, 
and ordinarily is desired only in order to exchange it for something 
else. If, for instance, the instructor in our example receives $100 a 
week, this money is meaningless except as it provides the means to 
secure the economic goods he wants. In all probability, he would 
work without a money salary if he were guaranteed the commodities 
and services essential to a good standard of living. And the number 
of dollars he receives likewise has no significance, except as it is trans- 
lated into purchasing power. He would just as soon have $50 a week 
as $100, if the $50 would buy as much in the way of commodities 
and services as $100 buys. People do not desire money for the sake 
of the money itself, but for what it will buy. 
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These observations are made simply to emphasize the point that 
what men do is deliberately to create surpluses of commodities and 
seiwices which, in the final analysis, they exchange for commodities 
and services created in surplus by others* Most of our economic 
thinking will be simplified if we can forget that money is ever re- 
sorted to in economic transactions. There are times, of course, when 
our economic reasoning relates to money, but in most instances 
(as we have observed before) it has to do with commodities and 
services. 

The Gamers Through Exchange. The question frequently 
arises as to who benefits when an exchange takes place. If, for exam- 
ple, I trade a fountain pen for a pocket knife, do I or does the other 
trader win? The answer is that in every fi*ee trade both parties expect 
to gain and ordinarily do gain. Having voluntarily given up the 
fountain pen in exchange for the knife, it is obvious tliat I am getting 
something I would rather have than the thing I give up. The same 
remark applies to the other party in the trade. 

If, however, I should conceal the fact that the fountain pen leaks, 
or if the other party professing to trade a good knife in reality trades 
one that has a broken blade, one of the traders may get the worst of 
the bargain. This, however, is not a trade but a swindle, since the 
true condition of the pen or knife was not set forth before the trans* 
action took place. This question of exchange will arise again in con- 
nection with our discussion of international trade. For the present, 
it is enough to say that exchange consists of giving up things which 
are desired less by the person relinquishing them than are the things 
which he receives in return. 

Some Agencies of Exchange 

In direct exchange, or barter, the surpluses of some producers are 
exchanged for those of others, so that they may be consumed by 
persons for whom they have greater utility than they have for the 
original owners. In indirect exchange, likewise, the problem involved 
is the transfer of economic goods from the original producer to the 
ultimate consumer. 

Owing to the great size and complications of our modem eco- 
nomic society, this transfer is sometimes a very involved process and 
requires the assistance of many intermediate agents. The process is 
often referred to as the "distribution . of goods' ; and there is no 
objection to the use of this tenn, provided only it is not confounded 
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with the distribution of income” which (as we shall see later) has 
to do with the division, among the owners of the factors of produc- 
tion, of the economic goods or ‘product” which these factors have 
jointly made. 

Functions Performed by Agencies of Exchange. The parts 
played by the several agencies of exchange may be made clear 
through the use of an illustration of comparatively simple exchange. 
A Virginia apple grower has picked and barreled his season s crop. 
He has, let us say, 5000 barrels of apples to dispose of. How shall he 
get them into the hands of the consumers? Clearly not by direct ex- 
change, for the delivery of small quantities of apples to many thou- 
sands of housewives would be expensive and hopelessly drawn out. 
Several better methods are open to him. We may suppose that he 
has decided upon a plan often followed by fruit growers, that is, to 
retain ownership of the fmit until spring, when prices are likely to 
be higher than in the fall, and then to dispose of the crop through a 
commission house. 

But this is an arrangement in which he requires assistance. He 
calls upon some of the agencies of exchange for help. Form utility 
the farmer has already created, but fime^ place and possession utility 
must be added before the apples are available for the consumers, 
that is, before they have been completely produced. Lacking storage 
facilities of his own, our farmer arranges with a storage concern in 
Washington to hold the 5000 barrels of apples from September until 
April. Thus time utility is created, for the apples will be more desired 
in April than in September, owing to the greater scarcity of the fruit 
in the spring months. 

But the crop must be transported from the farm to the storage 
house; and this necessity entails, first, a transfer by track to a near-by 
railway station, tlien a railway shipment to the city, and finally an- 
other transfer from the Washington freight depot to the storage 
plant. Each of these three steps in the journey, which may or may 
not have been performed by separate agents, adds place utility to 
the product, for the apples have made progress towards the ultimate 
consumer. 

Having running expenses to meet, such as wages of labor, taxes, 
and so on, the farmer secures from his banker a loan to carry him 
over until the sale of the apples in tire spring brings him an income. 
Since an immediate sale of the crop in the fall would have been 
necessary had the loan not been forthcoming, the banker must be 
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credited with a part in promoting the storage; that is to say, he has 
aided in the creation of time utility. Moreover, the crop itself or the 
building in which it is stored (or both) will ordinarily be insured, 
so that the insurance company also is entitled to credit for perform- 
ing time utility. 

With the coming of spring, the apples are delivered to a commis- 
sion merchant, sold by him to wholesalers (perhaps in hundred- 
barrel lots ) , thence to the retailers by the barrel, and finally to the 
consumers by the half- or quarter-peck. The commission man, whole- 
salers, and retailers are all merchants, and every transaction they 
carry on constitutes a creation of possession utility since each sale 
brings the product closer to its final destination, which is its posses- 
sion by the consumers. It is probable that, in connection with these 
several sales, new place utility also is added, since a sale usually 
involves the physical transfer of the goods. ( It would not be true, 
of course, in the sale of land—and other examples could be cited. ) 

In the case of many commodities, the goods are advertised— 
another contribution to possession utility. Or they may be bought 
by speculators in anticipation of an advance in price, which would 
be an addition of time utility. Very important throughout the whole 
process is the use of money and credit, which will be described in 
detail in later chapters. These various agencies of exchange, it may 
be said, would find little or nothing to do in a primitive society, but 
it is inconceivable that an extensive economic order, such as we have 
today, could be carried on without their assistance. 

Exchange, Marketing, Distribution. The activities included 
in the ‘'young profession of marketing’' are essentially the same as 
the functions of exchange outlined above, as may be seen by refer- 
ence to any of the standard textbooks on the subject.'^ The ^market- 
ing functions” stressed in these books are (1) '"those involving 
transfer of title,” which are the equivalent of the theoretical econo- 
mist’s possession utility, and (2) ""those involving physical supply,’' 
with special emphasis on transportation {place utility) and storage 
(time utility). The terms ""exchange” and ""marketing” may therefore 
be used interchangeably, with little if any loss of accuracy; and to 
these two may safely be added a third, synonymous term— ""distribu- 

^ Anmh of the American Academy of Political and Social Science, May, 
1940, p. xL 

® C. F. Phillips, Markaftng, Boston, Houghton Mifflin Company, 1938; 
F. D. Converse, Essentials of Distribution, New York, Prentice-Hail, Inc., 1936. 
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tion -provided only that this distribution of goods is not confused 
with the distribution of income.^ 

Costs of Exchanging Goods. A great deal has been written 
about the high cost of exchanging, marketing, or distributing goods; 
and this cost is said to result, in turn, in the high cost of living. It is 
sometimes urged that the existence of large numbers of "middle- 
men/’ each demanding his share of income, needlessly increases the 
selling prices of many commodities. 

The Twentieth Century Fund has made an extensive study of the 
cost of distributing economic goods, as compared with the cost of 
producing them in the first place.® These investigators began by 
grouping together, as "production,” all activities going into the crea- 
tion of form utility, and as "distribution” the efforts involved in the 
creation of place, time, and possession utility. Allocating the 66 bil- 
lion dollars spent for finished goods in 1929, they found that produc- 
tion cost 27 billion and distribution 39 billion dollars. This means 
that, on the average, approximately 40 per cent of the money spent 
that year for finished goods went to the producers while almost 60 
per cent went to the distributors. 

An average of this sort admittedly conceals many and wide differ- 
ences in production and distribution costs as between commodities. 
In general, as is shown by data for more recent years, it costs more 
to get foodstuff to the ultimate consumer than to distribute manu- 
factured goods. For example, the study of the Twentieth Century 
Fund indicates that distribution costs in the past decade accounted 
for the following proportions of retail prices of the goods listed: 
Cabbage, 82 per cent; carrots, 82 per cent; oranges, 73 per cent; 
shoes, 48 per cent; gasoline, 56 per cent; ® and cigarettes, 52 per 
cent.® But the distribution costs of foodstuffs are sometimes low (for 
example, 34 per cent for eggs ) , and those for manufactured goods are 
sometimes high (as in the case of rye whiskey, 79 per cent).® 

It is the publication of figures such as these that arouses discus- 
sion as to whether we are not paying too much for the transfer of 
goods from the farm or manufacturing plant to the consuming pub- 
lic. The question is more easily asked than answered. The distribu- 
tion costs of many commodities do seem to be disproportionately 

4 Cf. chaps. 25^29. 

s See Paul W. Stewart and J. Frederic Dewhiirst, Does Distribution Cost 
Too Much? Nqw Yoxk, Twentieth Century Fund, 1939. 

® Taking no account of taxes on the connnodity. 
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large. But if they are so in reality, why do not more capable business 
men enter the field, eliminate the wastes of distribution-if there are 
wastes—and thus undersell our present-day entei^prisers? In some 
cases, the attempt is being made with vaiying degrees of success. 
But the benefits of ' manufacturer-to-consumer ’ exchange are often 
more attractive in prospect than in practice. 

The fact is that the consumer cannot, with any degree of satis- 
faction, deal directly with the manufacturer. If goods are to be 
manufactured cheaply, they must usually be made on a scale vastly 
larger than would be necessary to meet local needs alone. Some 
consumers, then, are too remote to be able to buy at the factory. 
And if they purchase through stores set up by the manufacturer, 
they are still, in effect, buying from a retailer (a distributor), even 
though the shop bears a manufacturer s name. 

Unquestionably tliere is waste in distribution just as there is in the 
earlier stages of production, and perhaps even to a greater extent; 
and in both instances it should be done away with as thoroughly 
and speedily as possible. But there is a tendency to underestimate 
the services rendered by our agencies of exchange. It is easy enough 
to see that the baker is a productive agent. It is more difficult to give 
full credit to the truckster who hauls bread, and the grocer who sells 
it over the counter, simply because they are not creators of form 
utility. But the promptness and convenience with which one may 
secure bread depend upon the services rendered by the truckster 
and grocer quite as much as upon the productive effort of the baker. 

"The laborer is worthy of his hire,” and the distributor who per- 
forms a neccssar)^ function is entitled to payment. Without him, 
specialization as we now have it would be impossible. Perhaps the 
best evidence of his usefulness— though far from conclusive evidence 
—is our inability thus far to oust him, even though we recognize that 
prices are high and may suspect that the middleman is in some way 
responsible. 

Two Economic Faui^acies 

Two misconceptions relating to exchange may be discussed briefly 
at this point. The first of these is referred to as the "'keep money at 
home” fallacy, and the second is the “make work” fallacy. 

“Keep Money at Home” Theory. The idea that money should 
be kept at home rather than spent abroad is one that has been in- 
herited from theorizers of the past. The falsity of the theory has been 
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demonstrated time and again, and yet there are today business men, 
politicians, and others who apparently believe implicitly in its sound- 
ness and who argue vigorously in its defense. 

The theory is usually expressed in about these terms; People of a 
given community— whether a town, a state, or a nation— should buy 
goods at home instead of bringing them in from the outside. By buy- 
ing goods at home, home industries are encouraged, local business 
men prosper, there is plenty of employment for workers, and, as a 
consequence, prosperity for all. But if goods are purchased away 
from home, there is a lack of business for the home industries, and 
consequently a lessened demand for workers in local shops and 
factories. 

This is the way the argument runs, but students who have fol- 
lowed carefully the line of reasoning in our discussion of exchange 
will realize that the ‘'keep money at home’' theory is a fallacious one. 
Buying goods means giving money, or purchasing power, in ex- 
change for commodities or services. And the person who receives 
this purchasing power will use it, in turn, to buy commodities and 
services which he desires. In other words, every time we buy eco- 
nomic goods we engage in a trade, although it is more often indirect 
trade than barter. In every free trade, as we have seen, both parties 
benefit. It is obvious that we gain most when we spend our money 
where we get for it the greatest possible return in the way of com- 
modities and services. If a distant merchant gives more or better 
goods than the local merchant for the same money, or the same 
goods for less money, certainly it is foolish for buyers to purchase 
their goods locally. If local industries are not able, in the long run, 
to compete with industries at a distance, then it would be economical 
to allow them to pass out of existence, since they have shown an 
inability to survive in the face of competition. Indeed, every plea to 
keep money at home is a confession of weakness on the part of those 
who make the plea, for money will stay at home without urging if 
only it can be spent there as advantageously as away from home. 

An interesting side light on the “keep money at home” theory is 
that those who preach it loudest frequently practice it least. The 
campaigns that dilate upon the dire consequences that will follow 
upon buying away from home are usually financed largely by the 
merchants of the tovm. But do these same merchants buy locally and 
thus keep money at home? Sometimes they do, to be sure, but only 
when local manufacturers and wholesalers will sell to them more 


188 


FUNDAMENTALS OF ECONOMICS 



cheaply than the manufacturers and wholesalers of other cities. In 
other wordSj they exhibit a pronounced tendency to do precisely 
what the consumer is inclined to do— that is^ to spend their money 
where it will bring them the largest quantity of economic goods per 
dollar of expenditure. All they ask, of course, is to be allowed 
themselves to send money away from home and bring in goods 
which they can sell, at an ample profit, to people whom they have 
"'educated” to think it disloyal and unpatriotic and— most perplexing 
of all!— uneconomic to buy anywhere but in the old home town. 

Let us examine, for a moment, a town in which this fallacy has 
made no headway, and see what is happening in the way of ex- 
change. Goods are being made in this town, but they are goods that 
the town is equipped to make advantageously. They are goods, 
therefore, that can to some extent be sold locally without recourse 
to methods of high-pressure salesmanship, since they are reasonably 
priced. But they can be sold also— and probably are sold chiefly— 
in other towns, again because they are made advantageously and the 
price is therefore low as compared with the pxices of similar goods 
made less advantageously elsewhere. As finished goods move out of 
town, money flows in to pay for these goods, but some of this money 
flows promptly out again in payment for raw materials which must 
be brought in as the basis for more finished goods. People working 
in factories buy some goods at local stores; possibly they spend part 
of their wages with Sears, Roebuck and Company or Montgoniery, 
Ward and Company, and thus send money out of town. But at the 
same time their employers are selling commodities that these people 
have helped to make-to Sears, Roebuck and Company, or Mont- 
gomery, Ward and Company, or some other out-of-town dealer— and 
thus money is brought hack into town. Through these and similar 
transactions, money flows back and forth. If it goes out, it just as 
surely comes back again; and eveiy time it facilitates an exchange 
between two parties, each of whom is perfomiing some economic act 
that he is especially well fitted to perform, the money serves, as 
someone has well said, as a lubricant to the economic machine. 

Keeping money at home means doing business only with the home 
folk, and not with those outside the community. Any group tiiat 
adopted such a policy rigidly would, of course, be self-sufflcient, and 
it would be bound to suffer in two ways. First, it would have to get 
along without some kinds of goods that it would like to have, since no 
been able to supply itself with everything it needs 
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and wants, without assistance from other communities. Second, it 
won d have to get along with smaller quantities of goods, since it 
would be making disadvantageous^ some goods which, had it not 
chosen isolation, it could buy cheaply f^om other commu^tiS 
equipped to make tliese same goods advantageously. It is veiy likety 
that such a community would have more work to do than before, but 
It seems quite certain that it would have less of economic goods. 
Anyone, then, who supposes that the goal of economic society is the 
creation of work is cariying his ideas to a logical conclusion when he 
advocates keeping money at home; but no one who thinks of the 
creation of goods as the goal should have difficulty in seeing that this 
goal IS moie quickly and completely reached by cooperation between 
ev^odier community trying to be independent of 

The people of a community as a whole are not injured by sending 
out money and getting commodities and services in exchange, though 
some individuals may suffer and be compelled to turn to new fields 
of production. The fact that money is spent indicates that the 
spendem are getting for it something they prize more highly than the 
money itself The fact that it is spent abroad instead of ahome shows 
ttat local sellers offer less in exchange than sellers at a=distance. All 
that happens is that money goes out and commodities and services 
come m more commodities and services than the community would 
have, had the money stayed at home by being spent there. In other 
words, there is released from the home town money which has no 
significance except as it is exchanged for goods, material or non- 
matenal; and there are brought into town economic goods which are 
eapable of being consumed immediately or in the future, and which 
merefoi*e yield genuine satisfaction. 

Nevertheless we are constantly admonished to patronize the 
neighborhood druggist, to support local merchants instead of mail- 
order houses, to buy articles manufactured in the home city, and to 
use goods made in the United States rather than those manufactured 
abroad. Political campaigns are sometimes waged on the basis of a 
protective tariff. And yet a tariff of this kind is simply an artificial 
means designed to force people to buy goods at home, rather than 

get them from a foreign country where the goods could be had more 

cneaply. 

Make Work” Fallaqr. The second error into which many per- 
sons fall has been termed the “make work” or “lump of labor” fallacy. 
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The theory here is that there is only a certain amount of work to be 
done in a community, and it should be spread out so as to keep all 
workers employed. If people are out of employment, it is thought by 
some that the wise thing to do is to create work so that they may be 
employed. If, for example, men are idle in the winter time, it is 
regarded as a great blessing to have a heavy fall of snow so that these 
men may be able to earn an income. 

From the economic point of view, it would be much better, of 
course, to put them to work shoveling dirt in the building of a sub- 
way instead of clearing snow from the sidewalks. If it is desirable to 
supply work to unemployed men at all costs, one could easily justify 
the deliberate destmction, by fire, of all, or a large part, of the build- 
ings of New York, Chicago, or Philadelphia. An action of this kind 
would provide an abundance of work for builders of all types, and 
would be just as sensible as praying for snow in order to give employ- 
ment to the unemployed; and yet there are few who would be so rash 
as to suggest that the kindling of such a fire would be desirable. 

The ‘make work” fallacy is one which is said by some students of 
labor problems to be an actuating force among labor unionists. Some 
unions definitely set an amount of work to be done in a given time. 
Although labor leaders usually deny the charge, it is trae that workers 
have sometimes decided that just so many bricks may be laid in a day, 
or so many cigars, and no more, manufactured in a given number of 
hours. A restriction of output of this kind is often caused by fear on 
the part of the workers that there will not be enough work to go 
around. Consequently, to make their work last longer they do less of 
it each day, although demanding, of course, a full days pay. In like 
manner, they oppose the introduction of labor-saving machinery on 
the ground that it would reduce the amount of employment available 
for hand workers. 

Those who hold and express the opinions outlined above either 
have a mistaken notion of what exchange really is, or are arguing 
from the short-mn point of view. The error arises through overlook- 
ing the fact that whenever commodities or services are created, they 
themselves constitute the purchasing power with which other com- 
modities or services may be obtained. If, then, the iinemployed got 
busy and made something the general public wanted, it could be 
exchanged for the things they themselves need. And, since human 
wants are capable of practically indefinite expansion, there should be 
plenty of opportunity for productive work, runs the argument. The 
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difficulty, however, lies in getting the opportunity to make tlie thing 
that others are willing to buy. Since industry is conducted on a basis 
of workers employed by enterprisers, the workers are dependent 
upon employers for an opportunity to make the goods that can be 
exchanged for the commodities and services necessary to their well- 
being. 

But employers will not manufacture such goods unless there is a 
demand for them; and ofttimes articles of a particular kind are manu- 
factured in larger quantities than the actual demand warrants. As a 
result of an overproduction and accumulation of automobiles or 
radio sets, factories devoted to the manufacture of goods of these 
kinds may temporarily be closed down. This is exactly what hap- 
pened in the Ford plant and other automobile factories some years 
ago. It is frequently said that there can be no such thing as general 
overproduction, since the wants of human beings are unlimited. But 
there can certainly be more goods of a given kind manufactured than 
will be taken from the market at a price sufficiently high to cover all 
costs of production, owing to the fact that manufacturers sometimes 
overestimate the demand for a particular type of goods. ‘'Demand’’ 
includes, of course, not only the desire for an economic good, but 
also the possession of sufficient income to permit its purchase. 

Whenever a man produces a good that other people want and can 
afford to buy, he creates purchasing power. For he can take his good 
and exchange it for some other commodity or service; and in so doing 
he, in effect, purchases something with the good he has made. It 
follows that there can never be overproduction so long as he and 
others produce the right kinds of goods, and each in the right quan- 
tity. When, a number of years ago, cheap automobiles were for 
several months a drug on the market, the situation did not arise from 
too much production, but from too great production of low-priced 
cars. If the productive power used in manufacturing the surplus 
stock of cheap cars had been turned into the manufacture of, say, a 
strikingly new and advanced model, this new car would probably 
have sold in fairly large quantities to persons of wealth. Until human 
wants have been completely satisfied, there can be no such thing as 
general overproduction, though, as we have seen above, there may 
be and often is misdirected production— that is, the production of 
more goods of a certain kind than people wish to possess or are able 
to buy. 

But fine distinctions between general overproduction and mis- 
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directed production are not likely to interest a worker who is con- 
fronted by the concrete problem of how to get or hold a job. Though, 
from the social point of view, there is no economic justification for 
stretching out a task, yet from the practical, individual point of view 
no further justification is needed than the fact that if the worker pro- 
ceeds at a goodly pace, he will soon be out of a job, whereas, if he 
restricts his output, he may have steady, continuous employment. 
Furthermore, the shovelers of snow in our illustration are amply 
justified in giving thanks for the jobs that have been sent them; for, 
though the snowstorm has brought no economic gain to society as a 
whole, these individual workers have been enabled to secure pur- 
chasing power which may be the means of warding off staiwation. 

Of course, if all workers in society were to increase their efforts 
and, as a result, their output, there would be more commodities and 
services for all, and the scale of living of all members of society 
could be raised. Moreover, there would be no difliculty in finding a 
demand for the additional goods, provided care were taken to 
produce the kinds of commodities that were wanted, since (1) 
human wants are far from being completely satisfied, and (2) every 
good produced constitutes in itself a demand for other goods. For 
example, if production of all kinds were doubled, a cigar maker who 
now owns an automobile could have a second car or, if he preferred, 
could have in its stead a host of other less costly items, such as a radio 
set, a dress suit, a vacation at the seashore, and so on. These addi- 
tional commodities and services would be his reward for having 
doubled his production of cigars. 

But the scheme would work equitably only if there were a general 
increase in production. If only the cigar makers were to double their 
output, the effect would be a much lower price for cigars, and 
smokers would benefit coiTespondingly, But there would be no gain 
for the cigar makers, since the goods they buy would not have in- 
creased in quantity and therefore would not have gone down in 
price. Consequently, though it is quite time that each of us should 
produce as much as possible, there is no assurance of personal benefit 
unless there is a general movement in the direction of maximum pro- 
duction. From the purely selfish point of view, restriction of output 
may often be a wise practice to follow. 

And so, in applying the label "economic fallacies"" to certain 
theories or ideas that seem to involve unsound reasoning, we should 
bear in mind the fact that these theories, while fallacious from the 
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point of view of economic society as a whole, and in the long run, 
may be entirely sound, as looked at by the individual business 
man or worker, and considered as short-run phenomena. Since self- 
interest is a familiar characteristic of present-day economic society, 
it is not surpiising that individuals sometimes follow courses of 
I economic action that seem likely to benefit them in a material way, 

even though they do so at the expense of the general public. There is 
no lack, in current economic life, of examples of conflict between 
individual and social interest. 


1. It is said that exchange goes hand in hand with specialization. 
Explain the relationship between the two. 

2. Why would it be difficult, if not impossible, to carry on present-day 
exchange by means of barter? 

8. In what ways does indirect exchange solve the difficulties connected 
with barter? 

4. Money is referred to as “a common denominator to which we re- 
duce all commodities and services.” How does money as '‘a com- 
mon denominator” facilitate exchange? 

5. Distinguish between ''money exchange” and "credit exchange.” 

6. Classify "barter,” "money exchange,” and "credit exchange” as, re- 
spectively, direct or indirect exchange. 

7. ^'People do not desire money for the sake of the money itself.” Ex- 
plain. 

8. How is it possible for a gain to be realized by both parties to a 
trade? 

9. In modern economic society exchange is sometimes a very involved 
process. Name some "agencies of exchange” that assist in the process. 

10. Why must care be exercised to avoid confusion if one uses the term 
"distribution” in speaking of the exchange of goods? 

11. Recalling the definition of "production,” state whether "agencies of 
exchange” may properly be thought of as producers. Explain. 

12. Comment on the relative cost of production and distribution, as 
indicated by examples cited by the Twentieth Century Fund. 

13. Why is "manufacturer-to-customer” exchange difficult to put into 
successful practice? 

14. Without the assistance of agencies of exchange, "specialization as 
we now have it would be impossible.” Defend or refute this state- 
ment. 

15. State briefly the usual argument advanced in support of the "keep 
money at home” theory. 

16. "It is obvious that we gain most when we spend our money where 
we get for it the greatest return in the way of commodities and 
services.” Does this mean buying at home or away from home? 
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17. Show the connection between a protective tariff and the ‘‘keep 
money at home"' theory. 

18. According to the “lump of labor” theory, there is only a certain 
amount of work to be done in a community. Is this true? Why or 
why not? 

19. How may a belief in the “make work” theory lead to restriction of 
output on the part of workers? 

20. How may the expansibility of human wants be used in proving the 
fallacy of the “make work” theory? 

21. Distinguish between “general overproduction” and “misdirected 
production.” 

22. Why is it impossible for “general overproduction” to exist in the 
long run? 

23. How could the scale of living of all members of society be raised? 

24. “There is no assurance of personal benefit [through an individual 
producing as much goods as possible] unless there is a general 
movement in the direction of maximum production.” Explain. 

25. “From the purely selfish point of view, restriction of output may 
often be a wise practice to follow.” Why? 
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VVe have made several references in preceding chapters to the 
usefulness of money in facilitating the process of exchange. We shall 
now go into the subject at greater length, describing the nature of 
money and the functions it performs in a highly developed economic 
society. 

Money in the United States 

Since most of our illustrations will be drawn from monetary prac- 
tice in this country, it will be helpful to have before us a list of the 
several kinds of money that play a part in our monetary system. They 
are as below: 

Tabub 8. Kinds and Quantities of Monet in the 
United States ^ 

(December 31, 1947) 


Gold $22,753,887,363 

Gold certificates (21,543,973,253) 

Standard silver dollars 493,462,187 

Silver bullion 1,937,617,934 

Silver certificates : (2,246,680,220) 

Subsidiary silver 941,767,320 

Minor coin 354,459,247 

United States notes (greenbacks) . ....... 346,681,016 

Federal Reserve notes 25,705,983,315 

Federal Reserve bank notes 383,658,995 

National bank notes 104,216,550 


Total. $53,021,733,927 


^ From Circulation Statement of United States Money’— December SI, 1947, 
issued by the United States Treasury Department, The figures in parentheses 
are not included in the total, since they are included in other items in the 
table. Omitted from the table are treasury notes of 1890, which are included 
in the government statement but ^‘are being canceled and retired on receipt/^ 
This item is of slight importance, amounting to little more than one million 
dollars. 
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Many people who have been using American money for years are 
surprised to learn that we have so many kinds of acceptable currency. 
A few words of explanation about each of these items will help to 
clear up the situation. Separating the items into two groups (metallic 
and paper money ) , we shall examine them briefly. Our new grouping 
gives us the following outline: 

1. Metallic Money: 

A. Gold bullion 

B. Standard silver dollar 

C. Silver bullion 

D. Subsidiary coin: 

1. Silver: 

a. Half-dollar 

b. Quarter-dollar 

c. Dime 

2. Other metals (minor coin) ; 

a. Five-cent piece (of copper and nickel) 

b. Cent (of copper, tin, and zinc) 

IL Paper Money: 

A. United States government obligations: 

1. Gold certificates 

2. Silver certificates 

3. United States notes ( greenbacks ) 

B. Bank obligations (guaranteed by United States govern- 
ment): 

1. Federal Reserve notes 

2. Federal Reserve bank notes 

3. National bank notes 

Gold Bullion. Gold is the basis of the monetary system of the 
United States, and every piece of money, whether metallic or paper, 
is measured nominally in terms of the ''gold dollar.” Prior to 1934, the 
dollar was defined as 25.8 grains of gold nine-tenths fine. But the Gold 
Reserve Act of 1934 autliorized the President to reduce the gold 
weight of the dollar by not less than 40 per cent or more than 50 per 
cent; and on January 31, 1934, President Roosevelt by proclamation 
changed its weight to 15 5/21 grains of gold nine-teiiths fine. The 
term ''nine-tenths fine” refers to the purity of the gold bullion, and 
means that it consists of 900 parts pure gold to 100 parts of copper 
alloy. 
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Tlie gold coin that circulated in the United States before the 
passage of emergency banking legislation in 1933 actually contained 
25.8 grains of gold of this degree of fineness, for every dollar of face 
value. But gold coin and gold bullion, as well as gold certificates, 
were “called in” by the President of the United States, by authority 
of the Emergency Banking Act of March 6, 1933. Monetaiy gold did 
not circulate extensively in the United States even before that date, 
but was used chiefly for bank reserves and for the payment of bal- 
ances arising out of international trade. It has now been wholly 
removed from domestic circulation, the gold coin reduced to bullion, 
and the total stock is now held in the United States Treasury as 
security against outstanding issues of United States government 
paper money. However, it can still be obtained, in quantities and at 
times approved by the Secretary of the Treasury, for use in interna- 
tional trade. Despite the fact that gold no longer circulates as money 
in this country and that other forms of money are no longer redeem- 
able in gold, the dollar continues to he defined as a specified amount 
of gold, and this amount is at present 15 5/21 grains nine-tenths fine. 

Standard money is money that contains the amount of metal neces- 
sary to make its value as bullion exactly equal to its value as money. 
Since gold coin and gold bullion have been the only forms of money 
in our monetary system having a bullion value exactly equal to their 
money value, they have constituted the only strictly standard money 
we have had. The restrictions that were placed upon the use of gold 
in 1933 brought about a situation in which there is no standard 
money in general circulation in this country, though there is a large 
stock of gold bullion in the United States Treasury. 

Standard Silver Dollars. Our so-called standard silver dollars 
ai*e a relic of the bimetallic period of the country’s monetary history, 
when the silver dollar, as well as the gold, was equally valuable as 
money and bullion, and was therefore genuinely “standard.” The 
silver dollar contains 412.5 grains of silver nine-tenths fine, and is now 
worth as bullion only about 54 cents. This being the case, it might 
properly be placed under the classification of “subsidiary coins,” 
which will be dealt with in a later section; but we have followed the 
time-honored custom of giving the silver dollar a separate heading. 

Silver dollars pass freely from person to person in certain parts of 
the country, particularly in the Far West, where they seem to enjoy 
higher favor than paper dollars; but, because of their weight and 
bulk, they are extremely unpopular in some sections of the United 
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States. Of the 494 million silver dollars in existence on December 31, 
1947, only 154 million were actually in circulation. The others were 
held in the Treasury, and silver certificates circulated in their stead. 

Silver Bullion. This item is of recent origin, having arisen almost 
wholly out of the operation of the Silver Purchase Plan, which will be 
described later in the chapter. We shall see that the government can 
make about $1.43 worth of silver coin from every dollars worth of 
newly mined Ameiican silver bullion that it buys. Hence, the pur- 
chase of silver leads to a large “profit” to the government, and has led 
to the accumulation of silver bullion. This stock of silver (which may 
be expected to increase materially with the passage of time) may 
later be put into circulation through coinage or through the medium 
of silver certificates. 

Subsidiary Coins. Subsidiary coins are issued by the government 
because of the need for coins smaller than a dollar in a host of eveiy- 
day transactions. Silver is used for the coins of larger values, such as 
the half-dollar, quarter-dollar, and dime. Its use in coins of lesser 
value than the dime would result in pieces of money so small as to be 
extremely inconvenient. Conseqxiently, the five-cent piece and cent 
(which are often called “minor coins” or “tokens”) are made chiefly 
of copper. 

Like the silver dollar, subsidiarv coins are much less valuable as 
bullion than as money, and consecjuently are not standard money. 

Gold and Silver Certificates. Gold certificates bear a close rela- 
tionship to gold coin and bullion, and silver certificates to standard 
silver dollars, since they are issues of paper money certifying the 
actual deposit of the gold or silver, as the case may be, with the 
Treasurer of the United States. The gold cei^ificates are rather closely 
held by the Treasury and Federal Reserve banks, and of the total of 
some 2 II 2 billion dollars" worth in existence only about 47 millions are 
“at large.” Even these are not actually in circulation, but probably 
have been destroyed, mislaid, or are in the possession of those who 
do not know, or have disregarded, their legal obligation to turn these 
certificates over to the United States Treasury in exchange for other 
money. Prior to 1983, gold certificates were redeemable in gold upon 
demand, but they can now be redeemed only by Federal Reserve 
banks at the discretion of the Secretary of the Treasiny. Furthennore, 
they are redeemable only “for uses authorized by law.” 

Silver certificates are allowed to circulate much more freely. About 
9 per cent of all silver certificates are held by Federal Reserve banks, 
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the other 91 per cent ( or about 2 billion dollars’ worth ) being used in 
everyday business transactions. Moreover, they are readily redeem- 
able at the Treasury in silver dollars. 

United States Notes (Greenbacks). United States notes, which 
are better known as “greenbacks,” are a government obligation that 
dates back to Civil War times. Issued in 1862, they had for a time 
a value of only 35 cents on the dollar. From 1879 to 1933 they were 
convertible into gold, and the Treasury maintained a fund of about 
156 million dollars in gold for the redemption of these notes. Rela- 
tively few, however, were presented for redemption, and they circu- 
lated quite as freely as any other American money. The gold redemp- 
tion fund referred to above is still intact, but is not being used for 
paying off these notes. However, United States notes are redeemable 
in lawful money at the Treasury. They are an interesting example of 
inconvertible paper money made convertible into gold, and later 
declared inconvertible. 

Bank Notes. The several kinds of paper money that have been 
described up to this point are issued by the Treasury and are obliga- 
tions of the United States government. Banknotes are also obligations 
of the government in the sense that their redemption in lawful money 
is guaranteed, but they are issued by national banks and Federal 
Reserve banks, and not by the government itself. 

National bank notes are promises to pay to the bearer in ‘lawful 
money” the full face value of whatever notes a given bank puts into 
circulation. They have been issued by national banks which have 
deposited with the Treasurer of the United States registered govern- 
ment bonds of specified issues up to 100 per cent of the note issue, 
and in addition a redemption fund of lawful money amounting to 5 
per cent of the par value of the notes issued. National bank notes are 
redeemable in lawful money at the Treasury or at the bank that 
issued them. Since August 1, 1935, they have been disappearing from 
circulation. As of that date, the Secretary of the Treasury called in 
the government bonds on the basis of which national bank notes were 
issued, and thus made it unprofitable for the banks to keep the notes 
in circulation. Several hundred million dollars’ worth have since been 
redeemed, and yet on December 31, 1947— twelve years after the 
retirement of the bonds by the Treasury became effective— national 
bank notes to the amount of 103 million dollars were still outstand- 
ing. Presumably, this form of paper money will become progressively 
scarcer, and eventually will disappear entirely* 
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Federal Reserve bank notes diflFer slightly from national bank notes 
in their nature and conditions of issue. One difference lies in the fact 
that the note issues of Federal Reserve banks are not limited, as were 
those of national banks, to the amount of the issuing bank's capital. 
A second difference is that Federal Reserve bank notes may be issued 
not only on the basis of government bonds, but also with any direct 
obligations of the United States, or with approved commercial paper 
up to 90 per cent of its face value, as security. It was the intent of the 
Federal Reserve Act of 1913 that Federal Reserve bank notes should 
gradually replace national bank notes, the latter being retired from 
circulation. But this change has not taken place to any appreciable 
degree. The national bank notes are being replaced, rather, by Fed- 
eral Reserve notes, which are issued on a different basis from Federal 
Reserve bank notes. At present, the total face value of Federal Re- 
serve bank notes is about three times the total face value of national 
bank notes. Federal Reserve bank notes are redeemable in lawful 
money at the Treasury and at the Federal Reserve bank of issue. 

Federal Reserve notes, despite their similarity in name to Federal 
Reserve bank notes, are issued on very different terms. They will be 
described in detail in a later chapter, but it may be mentioned here 
that prior to 1933 they were secured, up to 100 per cent of their issue, 
either by gold or by a combination of gold and commercial paper. In 
the latter case, it was required that at least 40 per cent of the total 
should be gold. Since the passage of the Emergency Banking Act In 
1933, direct obligations of the United States may be substituted for 
eligible commercial paper if such substitution is approved by the 
Board of Governors of the Federal Reserve System, and gold certifi- 
cates are now used as security in place of gold. Furthermore, the 
required percentage of gold certificates was reduced, as of June 12, 
1945, from 40 to 25. Commercial paper, it should be added, consists 
of notes, drafts, and other paper obligations arising out of commercial 
transactions. These items also will be dealt with later. Federal Re- 
serve notes are redeemable in lawful money at the Treasury or at any 
Federal Reseiwe bank. They comprise 85 per cent of all United States 
money actually in circulation— that is to say, outside the Treasury and 
the Federal Reserve banks. 

Convertibility of Paper Money. We shall now examine several 
points of difference between representative, convertible, and incon- 
vertible money, with illustrations drawn chiefly from monetary ex- 
perience in the United States. 
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Repfesentative Tnoney is a receipt for, and promise to return upon 
demand, a specified amount of metallic money that has been en- 
trusted to a responsible public authority, by whom it is to be held 
until called for. Thus, United States silver certificates are receipts 
for, and claims upon, silver that has been deposited with the Treas- 
urer of the United States. 

Silver certificates have often been classified as convertible money, 
and rightly so up to 1933, since, though they were directly redeem- 
able only in silver, they were indirectly convertible into- gold. Now 
that gold redemption of paper money has been suspended, it is no 
longer correct to say that sfiver certificates are convertible. Another 
characteristic of silver certificates is that they are backed, dollar for 
dollar, by the actual silver in which they are redeemable. Moreover, 
they are used purely as substitutes for metallic money, and not (like 
bank notes) as devices for increasing the amount of currency in 
circulation. As we have already observed, they have the advantage of 
being more convenient in handling than the metal, and their use 
prevents wear and tear on the coins themselves. 

Prior to the recall of gold from circulation in 1933, gold certificates 
and silver certificates were both representative money, since gold 
certificates were actually backed by and redeemable in gold at the 
Treasury. They stiU have a doUar-for-dollar backing in gold, but the 
gold for which they call is no longer obtainable upon demand. Conse- 
quently, gold certificates do not now rate as representative money, 
but come under the heading of inconvertible paper money. 

Convertible Paper Money, The convertibility of paper money 
rests upon the maintenance of an adequate reserve which may be 
drawn upon if redemption is demanded, and upon legal provision 
that the money shall be redeemed upon demand to the proper 
authorities. All of the paper money in use in recent years in the 
United States was, up to 1933, convertible into gold, either directly 
or indirectly. But so ample were the reserves from which redemption 
could be made that there was seldom an extensive demand for 
standard money in exchange for paper; for, strangely enough, the 
redemption of paper money is seldom desired unless there is fear that 
redemption, if requested, will be refused. 

It was this fear which, in the great depression following 1929, gave 
rise to such unprecedented demands for gold in place of paper money 
that the privilege of redemption in gold was withdrawn in 1933. The 
metallic backing of our paper money, while more than adequate to 
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meet the demands of normal times, has never of course been sufficient 
to permit the redemption, in gold or silver, of all paper money out- 
standing. The payment of gold and silver certificates was fully 
assured by the maintenance of a 100 per cent deposit. Gold to the 
amount of 43 per cent was held as a reserve against the outstanding 
United States notes, or greenbacks. National bank notes and Federal 
Resei^ve bank notes had a monetary backing of only 5 per cent, which 
might or might not be gold. And the metallic security of Federal 
Reserve notes was usually only a 40 per cent deposit of gold. In the 
final analysis, convertibility means redemption in gold if gold is de- 
manded, But we have not had a sufficient stock of gold to permit the 
redemption of all kinds of money which the government promised to 
redeem in gold. It is apparent, therefore, that in the face of a growing 
demand for redemption the only way to prevent a collapse of the 
monetary system was to withdi'aw, at least temporarily, the privilege 
of converting paper money into gold, the standard money of the 
United States. 

InconveHihle Paper Money, Inconvertible paper money is cur- 
rency which has no value in itself and is not redeemable in standard 
coin, but circulates only by authority of government. Inconvertible 
money (or "fiat money,’' as it is often called) is usually made legal 
tender; this fact and the confidence that people have in the promises 
of their government are sufficient explanation of the acceptability of 
a money that cannot be redeemed in coin or bullion. 

Fiat money is most often issued in time of great emergency, such 
as war, when the printing of money appears to be the easiest way 
(and sometimes, indeed, the only way) to secure funds with which 
to meet necessaiy expenses. The Civil War was responsible for the 
issuance of greenbacks, and World War I brought upon European 
countries a veritable deluge of fiat money. Inconvertible money 
sometimes becomes convertible, as was the case with the greenbacks 
after an interval of seventeen years. But Russia, Germany, and Aus- 
tria printed paper money in such enormous cpiantities to meet war 
and post-war needs, that redemption was out of the question and the 
notes were repudiated. France, facing a problem that was similar but 
not so serious, chose to "stabilize” the franc at a fraction of its former 
gold value. But this, in effect, was repudiation of a large part of the 
obligation represented by the paper money outstanding. 

A serious difficulty with fiat money is the grave likelihood of over- 
issue, once the practice of printing this kind of money is resorted to. 
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And when sufficient flat money has been issued to serve as exchange 
media for all business transactions, flat money alone will be used. 
Since it is customary to endow such money with the power of legal 
tender, it will theoretically circulate on a par vwth gold. But gold 
may be called in by the government. And even if it is allowed to 
remain in circulation, gold will not, in actual practice, be employed 
at all if an abundance of inconvertible paper money is available. On 
the contrary, as we shall see shortly in our examination of Gresham’s 
Law, it will disappear from circulation, part of it being used in 
foreign trade, where its purchasing power is greater than at home; 
part being made into articles of utility or ornament; and part being 
stored away against the time when it can again be used to advantage 
in domestic trade. 

Since 1933, the paper money of the United States has been incon- 
vertible paper money, for in that year it ceased to be redeemable in 
gold, our standard money. The fact that silver certiflcates may be 
redeemed in silver dollars does not alter the situation, for the terms 
“convertibility” and “inconvertibility” relate only to standard money, 
and silver dollars do not qualify as standard money since their value 
as money is much greater than their value as bullion. 

“Total Money” and “Money in Circulation.” Some kinds of 
money circulate freely, while other kinds do not. The total amount of 
money of the United States, on December 31, 1947, was distributed 
as follows: 


Money held in the Treasury $20,018,235,509 * 

Money lield by Federal Reserve banks and agents. 4,135,806,851 

Money in circulation 28,867,631,507 


Total money in the United States $53,021,733,927 


These figures make it clear that only about 55 per cent of the 
money of the United States is being used directly in canying on 
business transactions. But this does not mean that the rest of the 
money is idle. Gold and gold certificates, when held in a Federal 
Reseive bank, peraiit the issuance of far more purchasing power (in 
the form of Federal Reserve notes or bank credit) than if diey were 
used directly for buying goods. By using much of our money as 
reserms^ instead of keeping all of it in actual circulation, we are 

2 To avoid duplication, we have reduced this figure for gold and silver bul- 
lion actually held in the Treasury, deducting an amount equal to the total o£ 
gold and silver certificates outside the Treasmy. Obviously, we should be guilty 
of double-counting if we included both the bullion and tlie certificates. 
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enabled to increase greatly the funds available for conducting eco- 
nomic operations, as we shall see in a later chapter. 

The Nature of Money 

With this picture of the kinds of United States money as a back- 
ground, we proceed to a consideration of the character of money and 
its use in present-day economic life. 

Attributes of a Satisfactory Money. Money may be defined as 
anything that serves as a standard of values^ or is generally accepU 
able and is used primarily as a medium of exchange. The traditional 
definition of money~-“anything that serves both as a standard of 
values and a medium of exchange’— has not applied to United States 
money since April 5, 1933. For gold has not been allowed to circulate 
in this country since that date, and is therefore no longer a medium of 
exchange, thought it still serves as a nominal standard of values. 
Hence, we have modified the traditional definition of money to meet 
the needs of the American situation. Gold still qualifies as money 
because it serves as a standard of values; and other kinds of money 
fall within the limits of the definition because they are generally 
acceptable and are used primarily as a medium of exchange. Accept-- 
ability is the prime essential of a good money, and this quality de- 
pends, in turn, upon a number of other attributes, namely, portability, 
durability, uniformity, divisibility, cognizability, and stability of 
value. 

Many commodities have been used as money in the past, but have 
been discarded for this puiqjose because they failed to possess one or 
more of these attributes. Tobacco, which was quite generally used as 
money in colonial Virginia, was too bulky and heavy to be readily 
portable; and it also lacked stability of value, for its purchasing power 
depended upon the size of the total crop, and this varied greatly from 
year to year. Cattle and sheep, though used by pastoral tribes, are 
not easily divisible, nor are they at all uniform. They could not, 
therefore, be used in small transactions, and values could not be ex-, 
pressed accurately in terms of these animals because of differences in 
size, weight, and quality. Corn and wheat have served as money at 
times, but are unsuitable for several reasons, one being the absence of 
durability, since grains are subject to deterioration. Precious stones 
also have been used, but they are deficient in cognizability; that is to 
say, it'requires an expert to tell whether they are genuine or spurious. 

The influence of these attributes upon the acceptability of money 
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should be fairly obvious. If a commodity is easily carried about ( port- 
ability ) , if it gives promise of lasting for a long time ( durability ) , if a 
unit is like eveiy other similar unit in value (uniformity), if the 
standard unit is separable into smaller units for use in minor transac- 
tions (divisibility), if every unit is marked so that its genuineness 
and value are apparent to the average person (cognizability), and if 
its purchasing power does not fluctuate greatly from time to time 
(stability of value), then— but not until then-does it become gener- 
ally acceptable and meet the needs of a satisfactory medium of 
exchange. i 

Gold, Silver, and Paper Money. Because the articles we have 
mentioned above, and many others that have been used in the past, 
are deficient in the qualities required of a satisfactory money, their 
place has been taken in most important countries by gold and silver, 
and by paper based upon these precious metals. Gold and silver 
possess, to a high degree, the characteristics that are desirable in 
money. Of the two, gold has an advantage over silver because of its 
higher value in relation to bulk and weight. 

Gold, combining high value with slight bulk, satisfies the require- 
ments of portability. It does not deteriorate with the passage of time, 
nor does it wear away rapidly through handling if it is hardened by 
the addition of an alloy. It presents no diflSculties so far as uniformity 
is concerned. Though gold is readily divisible, its great value per unit 
of weight makes it unsuitable for small coins, so that silver, copper, 
and other metals are commonly used for making units of small 
denominations. When coined by a responsible government, gold is 
generally recognizable. It varies considerably in value from time to 
time, but is more stable than most commodities. Silver possesses these 
same qualities, though most of them to a lesser degree than gold; and 
one or the other of these two metals forms the nominal basis of every 
important monetaiy system of modem times. 

The Question of Acceptability. Our definition includes paper 
as well as metallic money, if only it is generally acceptable. Paper 
currency is very extensively used, and passes from hand to hand as 
freely as gold and silver, whenever there is confidence on the part of 
the receiver that he will experience no difficulty in passing it on to 
someone else, at full face value, in exchange for economic goods. But 
checks, drafts, and certain other negotiable papers do not fall within 
the definition, largely because they lack cognizability. Even a check 
signed by a multimillionaire would not be generally acceptable be- 
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cause the average person could not be certain that the signature was 
genuine and not a forgery. In like manner, a personal note (or 
'‘promise to pay”) is not money, since many persons would decline to 
accept it on the ground that it might not be paid when due. 

Legal Tender and Lawful Money. Legal tender is money that, 
by legal declaration, must be accepted by a creditor in payment of 
debt, in the absence of an agreement to the contrary. The power of 
legal tender is conferred upon certain specified forms of money for 
the purpose of facilitating the settlement of obligations. A refusal to 
accept legal tender in settlement of an obligation does not mean that 
the debt is canceled, but simply that the debtor need not pay interest 
accruing after the date on which payment in legal tender was prof- 
fered. The power of legal tender adds to the acceptability of money, 
since the person receiving it knows that it can be passed on to others 
in payment of obligations outstanding. 

Prior to 1933, the question of legal tender in the United States was 
a complicated one, for some forms of American money enjoyed full 
legal tender whereas others were legal tender only for certain pur- 
poses or in limited quantities. In actual practice, however, there has 
been no real difficulty, since every form of our cunxmcy has been 
readily convertible into any other form that might be desired. But 
even the academic perplexities of the situation have now been 
cleared away, for by joint resolution of Congress on May 26, 1933, 
"all coins and currencies of the United States (including Federal 
Reserve notes and circulating notes of Federal Reserve banks and 
national banking associations) heretofore or hereafter coined or 
issued” were declared full legal tender for all debts, public and 
private. 

The term "lawful money” Is one which we have used in the present 
chapter, and which is in common use in monetaiy discussion. It 
requires no explanation other than the statement that lawful money 
is synonymous with legal tender, in so far as United States money is 
concerned. The two terms may therefore he used interchangeably. 

Coinage. The coinage of metallic money and the printing or 
engraving of paper currency are almost invariably carried on either 
as a goverament monopoly or under strict governmental control. 
This, again, is an arrangement that contributes definitely to the 
acceptability of money, since it guarantees the use of metals of 
unifonn fineness, units of standard weight, and therefore coins that 
will be received without hesitancy by the general populace. Coins of 
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a given value are of uniform appearance and are easily recognized. 
They are struck from excellent dies in such manner as to render 
counterfeiting difficult. Not only are they stamped on both sides, but 
the edges of the more valuable coins are usually sharply "milled " as 
a precautionaiy measure against impairment of metal content by 
shaving or clipping. In the manufacture of paper money, fraud is 
discouraged by the use of special paper on which are printed or 
engraved intricate designs which cannot easily be reproduced by 
private individuals. 

Policies on coinage differ with different countries. Occasionally a 
government aims to make a profit on the manufacture of money by 
charging more than enough to cover the costs of coinage; this is 
called seigniofage. More often a charge known as brassage is made, 
this being an amount just sufficient to cover the costs involved. Or the 
system may be, as it was in the United States until 1933, one of 
gratuitous coinage of the standard metal For in this country the 
holder of gold bullion could take it to the government mint, and there 
have it made into coin without charge except for the alloy which was 
mixed with the pure gold to give it the proper degree of hardness. 
Moreover, he was able to have it coined in unlimited quantities. This 
latter feature is known as the "free coinage” of gold. 

But gold coin is no longer a part of our monetary system, and so we 
have no coinage of our standard metal. Gold may now be monetized 
only through its purchase by the Treasury, the seller receiving not 
gold coin, as was his privilege in the past, but some form of paper 
money in exchange for the bullion. Silver has not for many decades 
been "freely” coined in this country; that is, it has not been coined (as 
was gold prior to 1983) upon the simple request of the holder of 
bullion. When there has been need for more silver coins, they have 
been stamped from silver bullion purchased by the government for 
that purpose. 

The Functions of Money 

Mediu of Exchange. The primary function of money, as was 
indicated in our definition, is to act as a medium of exchange. When 
an economic society gets beyond the stage of barter, in which pro- 
ducers trade their sm-plus goods directly for goods of various kinds 
produced in surplus by others, the need for a satisfactory medium of 
exchange is apparent. Money, because it possesses the several 
attributes we have enumerated, is such a medium. Being easily ex- 
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changeable for commodities which one wishes to secure, it is readily 
accepted in return for goods that one may held in excess and may 
therefore wish to sell Exchange' is greatly facilitated through the 
agency of money, for its use permits the employment of middlemen, 
who, though not desiring to consume certain goods themselves, are 
yet willing to purchase them (giving money in return) and later sell 
them (receiving money in. return). In this manner, a producer is 
enabled, indirectly but conveniently, to deliver his product to the 
consumer. Through the instrumentality of money, moreover, services 
may be exchanged just as readily as material goods. 

, We. have noted the fact that gold has ceased to function in the 
United States as a medium of exchange. The monetaiy gold stock. of. 
this country .is held in the U.nited States Treasury, and paper money 
is circulated in its stead. An arrangement of this kind is satisfactory 
as long as public confidence in the paper money can. be sustained, 
and this is largely a matter of keeping the a.mouiit of .money Issued 
down to a quantity that will not raise general prices unduly. But the 
general acceptability of paper money does not ordinarily extend 
beyond the boundaries of the country of issue. Consequently, the 
settlement of balances arising through international trade (a subject 
which will be treated in a later chapter) is made in gold on tlie basis 
of weight. 

.Standard of Values. Money, serves also as a standard of values, 
which is .merely another way of saying that it provides us with a 
common denominator in terms of which economic .goods may be 
expressed and their importance in exchange easily compared. The 
.convenience of reducing all commodities and seiwices to this common 
unit is very great. If a garden hoe exchanges for two pounds of butter, 
it is possible, of course, to express the value of hoes in terms of butter 
and the value of butter in terms of hoes. But it is more convenient to 
express both in terms of dollars, saying, for example, that a hoe is 
worth a dollar and a pound of butter is worth fifty cents. Once the 
standard is well established and universally understood, values are 
automatically reduced to its terms. Thus the statement that hoes are 
selling at one dollar each, and butter at fifty cents (or a half-dollar) 
a pound, is instantly and completcily comprehensible to any person 
accustomed to our monetary system. The use of a standard unit ( such 
as the dollar) makes it easy to compare the values of goods to be 
bought and sold. 

Just because money functions as a standard of values, it does not 
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follow that it possesses stability of value. Indeed, we have already 
noted its deficiency in this respect; but this is a shortcoming in which 
all commodities share, and some to a far greater degree than gold. 
Money is not, then, an unvarying standard of measurement such as 
the pound, foot, and bushel (which remain constant from year to 
year), but simply, as we have said, a common denominator in terms 
of which one may conveniently compare the values of different 
articles at a given time. 

However, the establishment of a monetary standard, such as the 
dollar, does fix definitely the relative values of the several kinds of 
money included in the system. A fifty-cent piece, for instance, is 
always a half-dollar, even though its value as bullion is less than that 
of 7 13/21 grains of gold nine-tenths fine. And two half-dollars will 
continue to have as great purchasing power as a paper dollar of any 
issue, a silver dollar, or one hundred cents’ worth of subsidiary coin 
of any kind, as long as each of the several forms of money in circula- 
tion is readily exchangeable for any other form, and all forms have 
the power of full legal tender. 

Standard of Deferred Payments. Present-day exchange con- 
sists largely of giving commodities or services, not in return for other 
commodities or services, or even for money, but for promises to 
pay at some future date. It is estimated that more than 90 per cent 
of the business of the United States is conducted on the basis of 
credit. But when a credit transaction takes place, some definite 
provision is usually made for settlement in the future, and money is 
called upon to act as the standard of these deferred payments. 

This means that an agreement is made to meet the obligation, at 
a specified future date, by paying in money the amount due. It is 
here that stability in value of money is especially desirable, since it is 
important that the amount of purchasing power delivered to the 
creditor when the obligation falls due should be the amount which, 
when the transaction took place, the debtor promised to deliver. 
Our study of price levels in a later chapter will show that, because 
money itself fluctuates in value, the purchasing power delivered on 
a deferred payment may be either greater or less than was implied 
in the contract, depending upon whether money has increased or 
decreased in value in the meantime. The fact remains, however, that 
money is the standard generally used; and it will continue to per- 
form this function until the business world has been convinced of 
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the advantages of one or other of several new standards that have 
been proposed for the purpose. 

Basis of Credit. It is difficult to grasp the significance of money 
as a basis of credit without understanding the funclanieiitals of our 
system of banking, which will be described in Chapters 12 and 13. 
It may be said, however, that the adoption of a standard money, and 
its use as a reserve, permit the safe circulation of a volume of paper 
substitutes vastly greater than the orginal amount of standard money. 
We shall see, for example, that for every dollars worth of gold certifi- 
cates deposited as security with a Federal Reserve bank, there is the 
theoretical possibility of a reserve city member bank expanding 
credit to the extent of $40.00. This element of elasticity is one which 
was not fully appreciated in this coiintiy^ prior to the adoption of our 
Federal Reserve System in 1914. It means, however, that as business 
expands, the volume of credit increases to rneet its requirements, 
decreasing again when so much credit is no longer needed, 

MoNETAi\Y Systems 

Standard Money. Standard money, in the strict sense of the 
term, is money that contains the amount of metal necessaiy to make 
its value as bullion exactly equal to its value as money. If a country 
used nothing but standard money, there would never be any ques- 
tion about its acceptability so long as the standard metal was de- 
sired on its own account. For the coin could be converted Into 
bullion by the simple process of melting, and the bullion, in turn, 
could be turned readily into money if a system of free coinage were 
in effect. 

Measured by the above definition, gold bullion constitutes the 
only strictly standard money in this country. Sliver dollars, tliough 
they were once standard and are still called by that name, are 
greatly underweight, and so also are all subsidiaiy coins. Paper 
money, despite its value in exchange, possesses almost no value 
as a commodity. The gold certificate, even though it is virtually 
a receipt for gold that is actually held in the Treasury, is at present 
inconvertible, and thus is as remote from being standard money 
as are the other kinds of paper money. Forms of United States 
money, other than gold bullion, may be called 'credit money'' since 
they represent promises to pay. This statement applies to short- 
weight metallic money (which includes all metallic money now in 
circulation) as well as to paper money. 
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Monometallism. For many years prior to 1933, the monetary 
standard of the United States was monometallic. Gold was the basis 
of our monetary system, and we were said to have a gold standard. 
The standard unit was the gold dollar, which was 25.8 grains of gold 
nine-tenths fine; there was free coinage of this metal; there was no 
prohibition on melting or exporting gold coin; the gold dollar was 
full legal tender; and all other kinds of United States money were 
convertible, directly or indirectly, into gold coin. 

We shall presently describe the system that obtains in this country 
at the present time. The characteristics listed above are those which 
marked the monetary system of the United States while it was on 
a monometallic gold standard. Until quite recently monometallism 
has been a world-wide phenomenon, and in most countries of eco- 
nomic importance the standard metal has been gold. 

Bimetallism, But most governments, before adopting mono- 
metallism, have had some experience with a bimetallic standard. 
Under bimetallism, two metals— usually gold and silver— are coined 
upon presentation at the mint and in unlimited quantities, and both 
are full legal tender. As in the case of monometallism, there is no 
prohibition on melting or exportation. In setting up a system of 
bimetallism, it is necessary to decide upon a mint ratio to express the 
relative values of the two metals when used as money. The ratio 
adopted is naturally one that conforms very closely to the market 
ratio, which expresses the terms on which the metals exchange as 
bullion. If one ounce of gold, as metal, commands sixteen ounces 
of silver bullion in exchange, the market ratio is 16 to 1, and the same 
figures would oidinarily be chosen at the outset for the mint ratio. 

So far, so good. And if the market ratio remained constant indefi- 
nitely, Or the mint ratio could be manipulated so as to duplicate 
changes in market value, all would be well. But the market values 
of gold and silver, as of all commodities, depend upon the general 
conditions of supply and demand. Since both are constantly being 
mined, but in varying quantities, and since the demand for the 
metals is likewise subject to variation, their market values are con- 
stantly changing. In the year 1500 the market price of gold was 
about eleven times that of silver, so that the market ratio between 
silver and gold was 11 to 1; in 1850 it was about 15/2 to 1, in 1900, 
34 to 1; ® and in 1947 approximately 50 to 1. This 1947 ratio of 50 

3 Cf. W, H. Steiner, Moneij and Banking, New York, Henry Holt & Com- 
pany, Inc,, 1933, p. 81. 
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to 1 was arrived at, of course, by comparing tlie prices per ounce 
of gold and -silver, and these prices were,, respectively, $35 and 
70 cents;^- The market ratio., then, lacks stability. Nor is it feasible 
to change the mint ratio frequently so that it will conform to the 
market ratio. For this would mean, a.mong other difficulties, the 
circulation of coins alike in face value and yet different in their 
metallic content. 

Overvalued and Undervalued Money. Because of the varia- 
bility of the market ratio and the fixity of the mint ratio, it is next to 
impossible to maintain a bimetallic standard over a long period of 
time. If, under a monometallic gold standard^ an exceptionally large 
amount of silver were mined in 1948, the 1947 market ratio of 50 to 1 
might be expected to change to (say) 51 to 1. This wmuld represent 
a fall ill the value of silver, attributable to the substantial increase 
in the quantity available. But if a bimetallic standmrl were in force 
(with both market and mint ratios of 50 to 1 in 1947), this increase 
in the quantity of silver mined in 1948 would not lower its price, 
since the mint ratio, set by law, would presumably remain fixed at 
50 to 1. Under these conditions, silver would be overvalued and 
gold undervalued at the mint—that is to say, silver would command 
a higher price at the mint than on tlie market, and would therefore 
be sold only at the mint. As a consequence, the theoretical market 
ratio of (say) 51 to l^which, as we saw above, would prevail in 
the presence of a monometallic gold standard— would be non-opera- 
tive as long as silver could be disposed of more advantageously at 
the mint than on. tire market. Silver would tend to fiow into the mint 
and gold to flow out, and these movements of silver and gold would 
likely continue until all the gold had been drained from the mint 
and only silver remained to serve as money; whereupon the market 
ratio would become operative and the mint ratio non-operative. The 
gold coins that had left the mint might be melted down and sold as 
bullion, be exported to other countiies where they had greater pur- 

^ Under Presidential decree of April 24, 1935, tlie price of silver eligible for 
Treasury purchase, consisting of neivltj mined American mher, was made 77.57 
cents an ounce. On December 31, 1937, this pric'c was reduced to 64.64; on 
July 6, 1939, it was set by law at 71.11 cents for domestic silver mined 
after July 1, 1939; and on July 2, 1946, the price was again raised, this 
time to 90.5 cents an ounce. At the artificially lugli ])rice tlie gON'enirnent is 
now paying for newly mined domestic silver, the bullion tliat goes into a 
dollar costs about 70 cents, but melted down and sold in tlie silver bullion 
market it would bring only about 54 cents. 
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chasing power than at home, or possibly be hoarded in the hope that 

their exchange value would later increase. 

If, on the other hand, gold were mined in unusually large quan- 
tities, the situation would be reversed. Gold bullion would then 
be brought to the mint, silver would flow out and disappear from 
circulation, and gold money only would be used for purposes of 
domestic exchange, 

Gresham’s Law. This tendency for money that is overvalued 
at the mint to drive out of circulation money that is undervalued, 
is known as Gresham’s Law. The law is effective only when there 
are free and unlimited coinage of both metals, free melting and 
exporting, and full legal tender of both gold and silver. Moreover, 
the quantity of the ovexwalued money must be suiSScient to meet the 
needs of business transactions; otherwise the two may circulate 
side by side. 

There are many illustrations of the operation of Gresham s Law. 
An example which illustrates that the law is applicable to paper 
money, as well as to gold and silver, is to be found in the circulation 
of greenbacks during and following the Civil War. From 1862 to 
1879 these notes were not redeemable in gold. Though they had 
been declared legal tender, greenbacks were generally regarded as 
distinctly inferior to silver and gold. Persons having in their posses- 
sion both metallic money and greenbacks held fast to die metal 
and paid in paper. Since sufScient greenbacks had been issued to 
carry on business operations, gold and silver were withheld from 
circulation and paper money was used almost exclusively. Inferior 
money had driven superior money out of circulation. 

Gold and Silver Purchase Plans. Returning to the monetary 
system of the United States, we may note once more the extensive 
purchase of gold and silver bullion, begun by the government during 
the post-1929 depression. 

Acting on authority given him under the Gold Reserve Act of 
1934, President Roosevelt promptly reduced the gold content of 
the dollar, established a price of $35 an ounce for gold, and ordered 
the Secretary of the Treasury to purchase gold bullion both in this 
country and abroad. Presumably, the purpose was to raise general 
prices in the United States to approximately their level in 1926, 
since it was thought that most of the business contracts outstanding 
were made when prices were at about the 1926 level and that a 
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return to that level would aid In bringing about business recovery.® 
It may fairly be questioned that the gold purchase plan raised prices 
as much as its sponsors had expected, but there can be no. doubt 
that it brought an influx of gold bullion to the Treasiiiy. The total 
value of monetary gold in the United States was five times as great 
in 1942 as in 1932. This ten-year increase resulted partly from the 
greater value of gold (as expressed in terms of .a dollar which con- 
tained fewer grains of gold than formerly), but it was attributable 
chiefly to large purchases of gold, both domestic and foreign, by 
the government. 

In like manner, the Silver Purchase Act of 1934 added to our 
stock of metallic money. This act declared It to be the policy of 
the United States to increase the stock of monetary silver until its 
value is one-fourth that of the total monetary stock of this country, 
the other three-fourths consisting of gold. The Secretaiy of the 
Treasuiy was authorized to buy silver until this proportion of one 
to three has been attained. It was estimated that it would require 
the purchase of about one and one-third billion ounces of silver 
to bring about the proportion of gold and silver aimed at by the 
Silver Purchase Act, Since silver mines in the United States had 
been producing some 25 million ounces of silver a year, this pro- 
posed change in our monetary stock was expected to provide a 
market for all silver mined in this coimtiy for two decades. This 
silver may be coined into silver dollars, or may be put into circula- 
tion through the issuance of silver certificates. In either event, the 
Silver Purchase Plan, if carried through to its stated conclusion, will 
add materially to the monetary stock of the United States. It has 
already increased the total amount of United States money by more 
than a billion dollars. Of course, every purchase of gold ( under the 
Gold Reserve Act) requires an additional purchase of silver (under 
the Silver Purchase Act), if the proposed proportions of three to 
one are to be reached. 

The present bullion content of the silver dollar (which the Presi- 
dent of the United States has authority to lower) is 412.5 grains of 
silver nine-tenths fine, so that one ounce of silver makes $1.29 worth 
of silver coin. Since the present Treasury purchase price for newly 
mined American silver is 90M cents an ounce, it will be seen that 

® The part that an increase in gold may play in raising the price level is ex- 
plained in chap, 14, 
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every time the government buys an ounce of silver and turns it into 
coin, it makes a “profit” of approximately 38M cents. 

The Managed, Inconvertible Gold Currency System of the 
United States. The recent changes in monetary practice in this 
country make it necessary to find a new term by which to designate 
the present currency system of the United States. Clearly, the old 
title— “the gold standard”— is no longer applicable, since one of its 
essential features— the power to redeem all forms of credit money 
in gold upon demand— has disappeared. Probably we can do no 
better than to call our present arrangement a “managed, inconverti- 
ble gold currency system ” ^ 

It is a gold system, since our standard unit, the dollar, is still 
defined in temis of gold, and the security back of our money con- 
sists in large part of a stock of gold bullion. However, “gold is 
relegated to a distinctly nominal r61e. . . , The commodity gold, 
consequently, may be said to function as an inspirer of confidence 
in money on the part of the public.””^ Furthennore, we have an 
inconveHible system, inasmuch as none of our money in actual cir- 
culation is redeemable in the standard money, gold. Finally, the 
system is mamged; that is, the quantity of money is not allowed 
to adjust itself on the basis of the presentation or withdrawal of 
gold at the mint and the issuance of bank notes of various kinds, 
but is presumably being managed by a central authority (the 
President of the United States) in an attempt to adjust the price 
level in such a way as to bring about the full use of the country’s 
productive resources.® 


Money is anything that serves as a standard of values, or is gener- 
ally acceptable and is used primarily as a medium of exchange. 

Standard money is money that contains the amount of metal 
necessary to make its value as bullion exactly equal to its value as 
money.,': 

A ' United States dollar is 15 5/21 grains of gold nine-tenths fine. 

Free coinage is the coinage of bullion in unlimited quantities 

®Tliis is the term adopted by Professor Ralph A. Young in The New 
Monetary System of the United States^ New York, National Industrial Con- 
ference Board, Inc., 1934. 

Uhid., p. 29. 
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(though not necessarily without charge) upon presentation at the 
mint. 

Legal tender is money which by legal declaration must be accepted 
by a creditor in payment of debt^ in the absence of an agreement to 
the contrary. 

Greshams Law: Money that is overvalued at the mint tends to 
drive out of circulation money that is undervalued. 


1. Name the different kinds of paper money in the United States. The 
different kinds of metallic money. 

2. What is a '‘dollar”? 

3. What do we mean by "standard money”? 

4. In view of our definition of "standard money,” why do we some- 
times refer to "standard silver dollars”? Explain the seeming con- 
tradiction. 

5. In what way do gold and silver certificates differ from other kinds 
of papcn* money? 

6. What is representative money? Illustrate. 

7. What is convertible money? How is its convertibility maintained? 

8. Define "inconvertible money,” and give illustrations of its use in the 
United States and elsewhere. 

9. Give a synonym for inconvertible money. 

10. Why is the use of inconvertible money generally regarded as ob- 
jectionable? Illustrate. 

11. Why, since the use of inconvertible money often results disastrously, 
do nations ever permit its use? 

12. What proportion of the total money of the United States is "money 
in circulation”? Explain. 

13. Define "money.” 

14. Name and describe the attributes of a satisfactory money. 

15. What is the relationship between "acceptability” and the other 
attributes of money? 

16. Is a personal check "money”? Explain. 

17. How does money become "legal tender”? How is legal tender re- 
lated to acceptability? 

18. Why is it desirable that coinage be conducted iincler strict govern- 
mental control? 

19. What is the meaning of free coinage? Of gratuitous coinage? 

20. Four functions of money are described in the text. State these 
functions, with a short explanation of each. 

21. Why does money fail to perform perfectly its functions as a standard 
of values and a standard of deferred payments? 

22. Distinguish between monometallism and bimetallism. 

23. Why is it difficult to maintain a bimetallic standard? 

24. State and explain Gresham’s Law. 

25. Discuss the Gold and Silver Purchase Plans. 
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26. What kind of monetary system has the United States at the present 
, time? Explain. , 
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One of the functions of money, as we saw in the la^ chapter is 
tVserve as a medium of exchange. Not only standard money but 
credit money (underweight coins and paper mon^) « useful m 
the performance of this function. But money, whether standard o 
credit, plays only a small part in the actual business transfers of the 
country, when compared with such credit instruments as checks 
and drafts. Gold, when used as a reserve against other kinds ot 
circulating media, is a more vital factor in the business world than 
it could possibly be as an active medium of exchange. For its use 
in this way permits the circulation of a vast quantity of credit which 
is constantly employed in furthering business activities. It is a fair 
estimate to say that fully 90 per cent of our business operations are 
carried on through the use of substitutes for money. The check is, m 
present-day business, the most important of money substitutes. 

Two Important Types of Credit. The need for credit arises 
largely from the fact that production is carried on in anticipation 
of demand. This means that many of the costs of production must 
be borne for some time before any return is realized by the sale 
of the product. If a silk loom is about to be discarded, then the part 
contributed by this loom to the last yard of cloth that is woven is 
a cost of production which was met perhaps some twenty years 
before the sale of the silk cloth. The ability to conduct an enterprise 
and the possession of a large amount of money do not always go 
together. Frequently, then, enterprisers are obliged to put their ideas 
to work, not with their own resources but with the aid of borrowed 
funds. 

Let us consider, by way of illustration, the case of an energetic 
young man of business ability, with confidence in the future of tele- 
vision, but with no money of his own. Obviously, he must secure 
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credit if he is to go into the business of manufacturing television 
receiving sets. The purchase or lease of land, the construction of a 
factory building, and the purchase of machines and tools require 
funds in considerable amounts. Moreover, these funds will be tied 
up for a long period of years, being invested in plant and equipment 
designed for a particular purpose. What our would-be enterpriser 
needs is investment credit; that is, long-term loans, amounting to 
large sums, to be put into fixed capital. Such loans are usually secured 
through the issuance of bonds and shares of stock. 

Even after the business is well established and is operating on a 
profitable basis, there may be times when this enterpriser will need 
additional funds for short periods of time. There are certain running 
expenses that must be met promptly, raw materials to be purchased, 
wages to be paid. And even though the books show a handsome 
profit, funds may be tied up temporarily in the form of goods manu- 
factured and on hand, or television sets sold to wholesalers but not 
yet paid for. However, the running expenses of the company must 
be met, and without delay, so that an appeal is made for commercial 
credit, which consists of shoH-term loans, for relatively small 
amounts, to supply circulating capital. 

Some Important Credit Instruments 

Book Accounts. Our suggestion that some of the television sets 
that were sold had not yet been paid for indicates that this enterpriser 
is extending credit to his customers, probably through book accounts. 
There is little credit mechanism involved in the process. Let us sup- 
pose that, in order to dispose of a substantial number of receiving 
sets held in stock, the enterpriser agrees to deliver one hundred sets 
to a wholesaler, waiting sixty days for payment or allowing 2 per cent 
discount for cash in ten days. This transaction now stands as an 
"account receivable’" on the books of the seller and an "account 
payable"" on the books of the buyer, to be canceled as soon as pay- 
ment has been made. 

Promissory Notes. A transaction of this kind might be handled 
through the use of a promissory note, which is illustrated in Fig. 7, 
This is an agreement to pay, "for value received,"" a stated amount 
of money "on demand"" or at a specified time. When properly in- 
dorsed, a note becomes "negotiable""— that is, it may be bought and 
sold. The payee of a note (the person who is to receive payment) 
is likely immediately to indorse it (by signing his name on the back) 
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and have it discounted at his bank. The process of discounting 
consists of the bank deducting in advance the interest charge for the 
period of time indicated in the note, and placing the remainder to the 
credit of the payee. The payee is then in a position to \vrite checks 
against his account with the bank, to the full amount of this credit. 
An indorsement on a promissory note or check makes the indorser 
responsible for its payment in case the drawer of the instrument 
fails to make good his obligation. 




New York, N. Y., Ocfobs^J^ 1947 

_ after LOd promise to pay to 


the order ol 



=^DoIIars 


at THE NATIONAL CITY BANK OF NEW YORK 


WITHOUT DEFALCATION 
VALUE RECEIVED 


“ — - — i- 


Fig. 7. A Promissory Note. 


Drafts, Bills'of Exchange, Trade Acceptances. The draft is a 
very common device used in extending credit. This instrument ap- 
pears under several names, such as bill of exchange, trade accept- 
ance, and so on. The method of using the draft, also, is not entirely 
standardized. Sometimes the draft is accompanied by a bill of lad- 
ing, warehouse receipt, or other claim upon property; sometimes, 
again, it travels alone. At times, the transaction is handled through 
a bank draft, which is an order drawn by one bank on another. In aU 
cases, however, the general principle is the same. A draft is an order 
written by one person to another, asking that a specified amount of 
money be paid to a third person, sometimes (though not always) 
on a stated date. It follows that the familiar bank check is a form 
of draft. 

A business transaction may give rise to the type of credit instru- 
ment shown in Fig. 8. This is a trade acceptance, a form of the 
draft, and as here drawn it orders the New York-Jacksonville Transit 
Corporation to pay to the Johnson Airplane Company, in sixty days, 
the sum of $60,000. This trade acceptance, or draft, is forwarded to 
the Transit Corporation, and the Corporation ‘accepts” it by writing 
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across the face of the instrument the word "'Accepted,” the date, 
the name of the bank at which it will be paid, and finally the 
signature of a responsible official. Not only trade acceptances but 
drafts in general are "accepted” in this way. 

Thus indorsed, the trade acceptance is negotiable, and may be 
readily discounted. The statement that "the transaction which gives 
rise to this instrument is the purchase of goods by the acceptor from 
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(.City of Drawer) 


(Date) 


Ob r l>Qf.\ 4-2. Pay to the order of ourselves 

(Date of Maturity) 

The transaction 'which gives rise to this instrument is the purchase of goods by 
the acceptor from the drawer. The drawer may accept this bill payable at any bank, 
banker or trust company in the United States which such drawee may designate. 


To ^1 eptr ^rk~Ta.c k 

iraTton 


(Name of Drawee) Corpoirai 

NeioJ-York^ N.Y. 

(City of Drawee) 


Lf. 


(Signature of Drawer) 
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Fig. 8. A Trade Acceptance .(one form of the draft). 

the drawer” makes the paper acceptable at Federal Reserve banks. 
The Federal Reserve System is designed to aid only in financing 
legitimate short-term business operations; and the statement we 
have quoted is inserted as evidence that the proceeds of this trade 
acceptance have not been used for a permanent investment, nor yet 
for one of a purely speculative character. 

A draft when accepted by the drawee (the person to whom it is 
addressed) becomes virtually a promissory note. If William Johnson, 
on behalf of the Johnson Airplane Company, discounts the trade 
acceptance shown in Fig. 8, he must himself indorse it and it thus 
becomes "double-name paper.” This means that the amount ad- 
vanced to the Johnson Airplane Company on the strength of this 
instrument will be charged back to the company if the New York- 
Jacksonville Transit Corporation does not make payment at the 
stated time. 

Investivuent Banking 

An increase in population usually means an increase in economic 
machinery to supply the newcomers with commodities and services. 
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An increase in individual purchasing power, permitting us^’ 
those in the lower-income groups, of comforts or mmor 1" ^ 
have been denied them in the past, likewise leads to an expansion i 
productive facilities. Finally, every new invention of a practical 
nature-such as the automobile, air conditioning, 

the construction of buildings and equipment that will Promptly 
place tlie new good in the hands of all who are able and willing to 
hny. Hence, in all economically progressive ^ 

continual demand for fresh supplies of fixed capital with which to 

increase the output of economic goods. 

Funds to be expended for fixed capital may be, and some imes 
are provided by the business enterprisers who use them; and, again, 
they may be procured by enterprisers directly from private indi- 
viduals who are looking for investments which they expect to pay 
them a satisfactory return from year to year. But financing of tbs 
kind-directly from saver to enterpriser-is likely to be on a rather 
small scale, and to relate to the individual proprietorship or partaer- 
ship form of business organization. Also, in instances of direct bor- 
rowing the enterpriser is usually personally acquainted with those 
who entmst their funds to him. 

Investment Bankers. It is much more common, however, to 
handle loans for fixed capital through banking houses that make a 
specialty of dispensing credit for permanent investments. Because 
of the need for agencies of this kind in a rapidly growing industrial 
society, there have developed in the United States a number of 
investment banking concerns, whose job it is to gather^ together 
the savings of many individuals and place them at the disposal of 
the few who can use them to advantage in the conduct of business 
ventures. These investment banking houses collect a considerable 
part of the savings of society by offering for sale the stocks and 
bonds of concerns that are about to be launched, or of established 
concerns that can use to advantage additional quantities of fixed 
capital. 

The ‘^Selection” of Investments. The process of financing a 
large business undertaking is far from simple. For convenience in 
discussion, the process is often divided into three parts — selection, 
underwriting, and distribution. If a group of business men should 
need to secure many millions of dollars^ worth of capital for a new 
industrial project— say, the manufacture of plastics or television re- 
ceiving sets-or should they wish to expand the plant or equipment 
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of a going concern, they would be likely to open negotiations with a 
great investment banking house, such as J. P. Morgan and Company, 
or Kuhn, Loeb and Company, and request this financial concern to 
float an issue of stocks or bonds, or perhaps both. If the banking 
house had no intimate knowledge of the project in question, it would 
undoubtedly make a careful investigation of all pertinent facts 
before agreeing to finance the operation. Of prime importance is the 
salability of the new securities, for investment bankers are seldom 
interested in buying stock and bonds which they cannot readily 
dispose of. But of almost equal importance is the safety of the 
project under consideration; for an investment banking house is 
known by the securities it sells, and its reputation is safe only as 
long as its customers are pleased with their purchases. Hence there 
is need to ascertain that the business to be financed is entirely sound, 
and that its securities represent a safe as well as profitable investment. 

Since the quantity of funds available in our economic society is 
not sufficient to finance all the undertakings in which business men 
would like to engage, it is obvious that some enterprisers will get 
the funds they want while others go without. And since much of our 
industrial financing today is done through the investment banking 
houses, it is equally obvious that our investment bankers exercise 
a large degree of control over production. In a very real sense, they 
hold the power of life and death over a large part of the productive 
activities of the economic world, since they are in a position to 
provide the funds a given concern needs and insure its operation, 
or to veto its appeal and thus seal its doom. 

Of course, not all businesses are financed through investment 
banking houses, but most of the corporate securities are put on the 
market with their assistance. The significance of new issues of cor- 
porate stocks and bonds is indicated in Table 9, in which such issues 
are compared with total new issues of securities in the United States, 

* not including those of the federal government. 

Because capital funds are limited in quantity, the best interests 
of society require that what there are should be dispensed in such 
a way as to promote the most essential industries— that is, those 
which will contribute most to the welfare of society as a whole. 
But it is doubtful that this end can be attained so long as the dis- 
tribution of investment credit is left in the hands of profit-seeking 
individuals. Investment bankers are probably, on the whole, neither 
better nor worse than any other group of business men. But they 
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certainly are not particularly well equipped, from the point of view 
of society s needs, to perform the function of granting or denying 
funds. They are trained in detecting money-making opportunities; 
and in deciding which economic undeitakings are to be financed 
tliey are naturally attracted to those that give promise of paying large 

Table 9. New Capital Funds Kaised in the United States, 1929-47 

(Source: Board of Governors of the Federal Reserve System, Banking and 
Monetary StaiisticSy p. 487; Federal Reserve Bulletin^ March, 1947, p. 302 
and March, 1948, p. 314) 

(In millions) 


Year 

Total New 
Security 
Issues" 

Total New 
Corporate 
Security Issues 

Year 

Total New 
Security 
Issues 

Total New 
Corporate 
Security Issues 

1929 

$10,093 

$8,002 

1939 

$2,277 

$ 383 

1930 

6,912 

4,483 

1940 

1,951 

736 

1931 

8,095 

1,551 

1941 

2,854 

1,062 

1932 

1,197 ! 

325 

1942 

1,075 

624 

1933 

720 1 

161 

1943 

642 

374 

1934 

1,386 

178 

1944 

913 

646 

1935 

1,457 

404 

1945 

1,772 

1,264 

1936 

1,972 

1,192 

1946 

4,635 

3,556 

1937 

2,138 

1,225 

1947 

7,448 

4,715 

1938 

2,360 

873 





•Excludes refunding issues and direct issues of the United States government, but includes issues of 
foreign and domestic corporations, foreign governments, farm loan agencies, and states, municipalities, 
and territories. 


returns. Thus, funds might be directed by profit-seeing bankers into 
the construction of palaces for multimillionaires, leaving none avail- 
able for the building of low-cost housing for working people, even 
though the millionaires were already magnificently housed and the 
workers were living in slums. 

‘‘Underwriting” and “Distribution” of Securities, If, with all 
necessary information at hand, the investment banking house de- 
cides to undertake the task of providing the desired funds, it guar- 
antees (or ‘‘underwrites”) the sale of the necessary stocks or bonds, 
or both, within a specified time. The investment banker buys these 
securities from the company at a figure lower than the anticipated 
market price, so that he may reasonably expect to make a profit 
from their sale. Now comes the task of disposing of the securities. 
To this end, the investment house usually proceeds to form an 
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"underwriting syndicate,” a temporary association made up of a 
number of other investment houses that are given an opportunity 
to join in the sale of the securities in question. 

Each of the several underwriting concerns guarantees that certain 
amounts of the securities will actually be sold. The original banking 
house now offers these securities for sale to the public at, of course, 
a higher price than was paid for them. If the entire issue is sold 
without difficulty, each of the participating concerns is rewarded on 
the basis of the quantity that it individually underwrote, or guar- 
anteed. If, on the other hand, some of the securities remain unsold 
after a specified time, they are divided among the underwriting 
houses in proportion to their guaranties, and are sold by each to 
investors on terms as advantageous as can be secured. 

Underwriting, it will be seen, usually involves the principle of 
insurance, and is one of the many devices used in the business world 
for "spreading the risk.” An investment house would usually rather 
have a one-twelfth interest in each of a dozen good securities, than 
complete responsibility in a single stock or bond that has been issued 
in huge quantities. Of course, an investment banking house may de- 
cide, in the case of a given security, not to seek outside guarantors 
but to be the sole underwriter of the issue. 

Investment bankers are sometimes called ""security merchants,” the 
great banking houses that float issues of stocks and bonds being 
known as wholesalers and the smaller underwriting houses as re- 
tailers. The commercial banks also play an important part in the 
business of providing investment credit, since they lend extensively 
to investment banking houses, accepting as security for the payment 
of the loans the stocks or bonds that the underwriters have taken 
over from the Morgans, the Kuhn, Loebs, and other large issuing 
concerns. 

Our organized security exchanges, such as the New York Stock 
Exchange and the New York Curb Exchange, are another agency 
in the distribution of securities. In the course of time, most important 
securities are listed on an exchange, and the exchange becomes a 
market place in which these securities are bought and sold. The 
promoters of an issue sometimes manipulate the market in such a 
way as to cause a gradual rise in the price. This is done by offering 
to buy the security at progressively higher prices day by day. Thus, 
a stock that is being manipulated by a “pool” of bankers who are 
interested in disposing of large numbers of shares might sell today/ 
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at $30 a share, tomorrow at $30.25, the next day at $30.50, and so on. 
Certainly no shares will be sold by outsiders at less than the price 
offered by the pool, since holders of shares will naturally sell, if at all, 
at the highest price obtainable. As the price keeps rising, the general 
public, noting the steady increase and scenting big future profits, 
is drawn into the market and this new demand for shares aids 
materially in distributing the issue. 

It should be noted that Sections 9 and 10 of the Securities Ex- 
change Act of 1934 prohibit the manipulation of security prices, and 
provide fines and imprisonment for persons convicted of violating 
the act, and damages for those who have suffered losses at the hands 
of such violators. It is not yet clear how effective, in the long ran, 
this legislation will be in remedying the evils of the situation. 
Certainly, its effectiveness will be lessened by the difficulty of detect- 
ing certain types of manipulation, and by the further fact that some 
kinds of activities which might morally be called manipulation do 
not legally fall under that heading. 

Though not all securities issued through investment bankers are 
Hsted on the organized exchanges, the largest, most important issues 
are listed. At first, many of these stocks and bonds get largely into 
the hands of buyers who are speculatively inclined and are likely 
to sell out in a few weeks or months and pocket the gain to be 
realized through whatever price increase has taken place since the 
date of purchase. But once a stock or bond has become established 
as a dependable security paying a satisfactory return, it comes more 
and more extensively into the possession of investors, who buy 
primarily for the purpose of getting a steady income from their 
pxxrchases. 

Reinvested Earnings. Another important means of accumulat- 
ing funds for the purchase of Gxed capital is the reinvestment of 
part of the earnings of business concerns. It is now a very common 
practice for great corporations not to distribute to their stockholders 
in the form of cash dividends as much as has been earned in a given 
period, say a year. Not only does the successful business enterprise 
usually establish a surplus fund from which to meet deficits and pay 
dividends in unprofitable years, but a part of the profits of good 
years is often laid aside with the deliberate intention of using it for 
expanding the business— that is, for providing fixed capital. The 
growth of the Ford Motor Car Company from an original investment 
of only $28,000 to one measured in hundreds of millions was accom- 
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plished wholly through the device of reinvested earnings, no new 
capital funds having been added to the business except those with- 
held year by year from the tremendous earnings of this company. 

While additions to new capital from reinvested earnings are not 
so large as the additions made through the sale of stocks and bonds, 
they nevertheless form a very significant part of the capital accumu- 
lations of this country. Of course, earnings that are allocated to 
surplus add to the value of the business, and in the case of coi*pora- 
tions are reflected in the enhanced« value of the stock outstanding, 
provided no additional shares are issued. But boards of directors 
frequently issue stock dividends in lieu of cash dividends, and this 
action tends to hold down the selling price of the shares. On the 
other hand, it puts new shares in the hands of the old stockholders, 
who if they wish may convert their new holdings into cash by selling 
them to others. But whether the new shares are held or sold, the 
new capital funds which they represent are in the possession of the 
corporation. With the use of these funds, expansion may proceed 
without the delay and expense that might be entailed had the cor- 
poration attempted to secure these funds through the sale of stocks 
and bonds. 

Control of the Sale of Securities. Those who have securities 
to sell are often more optimistic as to the future of their stocks and 
bonds than the situation warrants. Consequently, many of the securi- 
ties sold to the public have turned out to be worthless. This failure 
of securities to live up to the representations of the sellers is by no 
means a new economic phenomenon. Indeed, it is as old as the cor- 
poration itself. The fleecing of the public through the sale of worth- 
less securities has led to the adoption, by many of our states, of laws 
regulating the sale of securities and providing for the recovery of 
losses incurred by those to whom they have been sold in violation 
of law. 

But the widespread purchase of stocks and bonds in the boom 
period preceding 1929, followed by the loss of some twenty-five 
billion dollars by the American purchasers of valueless securities, 
brought the question of investment frauds to a head. The result was 
the passage of a federal law, the Securities Act of 1933, which was 
amended in 1934. The purpose of this law is "to provide full and 
fair disclosure of the character of securities sold in interstate and 
foreign commerce and through the mails, and to prevent frauds in 
the sale thereof. ’V 
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Without intending to interfere in any way with the enforcement 
of state legislation dealing with the sale of securities, the federal 
law is designed to insure that the buyer of stocks and bonds shall 
be fully infomied as to the standing of the company in which he 
is investing. The issuer of a security must file with the Securities 
and Exchange Commission (a commission of five members appointed 
by the President of the United States ) a registration statement which 
contains all infoimation about the security that an investor needs to 
know. Until this statement has been filed, the security may not be 
sold or offered for sale through any agency of transportation or 
communication in interstate commerce or through the mails. Once 
the statement is filed, the seller must provide every buyer with a 
prospectus, which in reality is a summary of the information con- 
tained in the registration statement. 

Should it develop that the registration statement or prospectus 
contains fraudulent statements, a person who has suffered loss 
through the purchase of the security may bring suit, within a period 
of three years, against ojBBcers of the issuing company or against 
the underwriters, and recover whatever damages can be shown to 
have resulted from a false statement or the omission of a material 
piece of information. 

This legislation does not, of course, guarantee the buyer of secur- 
ities against loss. What it does, in some measure at least, and what 
it was intended to do, is to protect him against misinformation and 
fraud. It is a measure, as the late President Roosevelt once said, 
which in the field of investment banking adds to the old dictum, 
“Let the buyer beware,” a modern one— initiated and backed by 
the federal government-which is, “Let the seller beware.” 

Agencies for the Collection of Savings. By whom are indus- 
trial stocks and bonds purchased? Ultimately, of course, by the 
general public or by that portion of the public that earns more than 
it spends for consumptive purposes. But in most cases the savers of 
income do not invest it directly, but through an intermediate agency 
of one type or another. Commercial banks, savings banks, insurance 
companies, and endowed institutions of many kinds have funds to 
invest from time to time. Since these funds are not likely to be 
called for soon, or to any appreciable extent, they are largely avail- 
able for long-term investment, provided the investment is safe. 

Because many of these savings belong to persons of rather limited 
financial resources, there is special need for security; and certain 
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institutions, such as insurance companies and savings banks, are 
restricted in the uses to which their available funds may be put 
Though the individual investment in insurance or in a savings ac- 
count is frequently small, the total accumulation of this kind is great. 
Total time deposits, in this country had reached, by September, 1947, 
the imposing total of 56 billion dollars, of which 21 billion were funds 
entrusted to mutual savings banks and the Postal Savings System. 

It may be said, in conclusion, that approximately 15 per cent of 
the national income of the United States is saved every year. This 
means something like 20 to 25 billion dollars added to the total 
resources of the country in a ‘‘boom'' year, and perhaps half as much 
in a year of moderate depression. A large part of these savings is used 
for permanent investment in fixed capital, and is handled through 
the investment banking process we have sketched. 

Commercial Banking 

The Operation of a Commercial Bank. An examination of 
the statement of a commercial bank will provide background for 
our discussion of commercial banking in the United States. Table 10 
is such a statement for a small-town bank. 

Table 10. Statement of a Small National Bank 

Assets Liabilities 

Loans and discounts (1) $ 621,190.28 Capital (6) $ 125,000.00 

United States bonds (2) 1,114,350.63 Surplus (7^ 150,000.00 

Other bonds and securities (3) 423,617.72 Undivided profits (8) . . . 78,182.52 

Real estate and fixtures (4) . . . 101,640.17 Deposits (9) 2,269,022.53 

Gash reserve (5). 361,406.25 

$2,622,205.05 $2,622,205.05 

We note, first, the banks' liabilities. The capital of the bank 
(Item 6) is the fund subscribed by its stockholders to enable it to 
start in business. The surplus (Item 7) consists of certain earnings 
that have been assigned permanently to the operation of the busi- 
ness. The undivided profits (Item 8) are gains which may later be 
transferred to surplus, or may, on the other hand, be distributed 
to the stockholders in the form of dividends. Items 6, 7, and 8 con- 
stitute a fund which (says the statement) “becomes the property of 
the stockholders after the debts to the depositors are paid, and is a 
guarantee fund upon which we solicit new deposits and retain those 
which have been lodged with us for many years.'^ These three items 
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—capital, surplus, and undivided profits— are amounts due the owners 
of the bank. Deposits (Item 9) are amounts due customers of the 
bank who have left funds in the custody of the bank or to whom 
the bank has made advances against which these customers may 
write checks. 

Since a commercial bank is a profit-seeking enterprise, its oflBcers 
try to find investments for its funds that will pay a satisfactory return. 
The assets of the bank indicate the nature of these investments. 
Loans and discounts (Item 1) are sums lent to business men and 
others, usually on the basis of promissory notes or other ‘"commer- 
cial paper,” but sometimes on real estate or securities. Government 
bonds (Item 2) and other bonds and securities (Item 3) are invest- 
ments to which commercial banks turn when more profitable business 
is not obtainable. Item 4, real estate and fixtures^ covers the building, 
grounds, and equipment used in operating the bank. The cash reserve 
(Item 5) consists partly of legal reserves held by the Federal Re- 
serve bank of the district in which the commercial bank is located, 
and partly of cash in the vault of the bank itself. The assets, it will 
be observed, are items which are owned by the bank or owed to 
the bank by others. 

Chief Functions of a Commercial Bank. The banking func- 
tions which are peculiarly those of the commercial bank are (1) 
making loans and discounts, and (2) creating deposits for business 
concenis. In the operation of our economic system, business enter- 
prisers continually find themselves in possession of certain types of 
purchasing power, or claims upon economic goods. These may take 
the foim of commodities finished but unsold, or commodities sold 
but not paid for. By and by, through the process of exchange, these 
goods will be paid for; but in the meantime the smooth, efficient 
operation of business demands that further raw materials be pur- 
chased, wages be paid, and other regular expenses of business opera- 
tion be met as they fall due. 

In situations such as these, commercial banks may render a great 
service to business men. By means of short-term loans, these banks 
substitute purchasing power of wide acceptability (money, or de- 
posits subject to check) for purchasing power of limited accepta- 
bility (goods, notes, or drafts) held by the business concerns. A 
concern presents a promissory note or other acceptable credit instru- 
ment at the bank, and is granted a “loan” ( which means that the 
interest charge will be paid when the loan falls due) or a “discount” 
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(in which case the bank deducts the interest charge from the amount 
of the loan at the time it is made)* In either event, the transaction 
is entered in the books of the bank as both an asset and a liability. 
It appears among “loans and discounts” as an asset— an item owed 
to the bank by its customer— and among “deposits” as a liability— 
an amount owed by the bank to its customer. With this deposit to its 
credit, the boiTOwing concern may proceed to write checks against 
it, though many banks require a borrower to maintain an unused 
balance of 10 to 25 per cent of his loan. 

The ability to borrow in this way from commercial banks enables 
business men to purchase at once the commodities and services they 
must have, and later they pay off their obligations to the banks. 
From the point of view of the business men, loans are granted and 
credit is extended from time to time. From the point of view of 
society as a whole, a tremendous volume of credit is kept continually 
in circulation, and through the use of this credit the exchange of 
goods is facilitated. 

To some present-day writers on banking, this description of the 
function of commercial banking might appear to be out of date and 
old-fashioned. It might be held that these short-term, self-liquidating 
loans based on actual business transactions have been playing a 
progressively smaller part in the business of commercial banks in 
recent years; while loans based on real estate, stocks and bonds, and 
similar investments have become increasingly important. It is true 
that commercial banks do engage, to a considerable extent, in other 
types of banking. Some have savings departments, and thus collect 
funds which are set to work in long-term investments. Many com- 
mercial banks are also trust companies and handle, among other 
things, trust funds which require relatively permanent investment. 
Moreover, until recent years, some commercial banks have engaged, 
either directly or through affiliated companies, in investment banking 
operations connected with the promotion and underwriting of secur- 
ity issues; and prior to August 1, 1935, the national banks of the 
United States issued money in the form of national bank notes. 
Nevertheless, the fact remains that the principal function of com- 
mercial banks, as such, has been and continues to be that of supply- 
ing short-term credit to business men. 

The Credit-Currency Structure. We noted in the preceding 
chapter that about 29 billion dollars of United States money was 
actually in circulation on December 31, 1947. This is a substantial 
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sum, but the amazing growth of ‘'deposit currency ( sometimes 
called “check currency ') as a means of paying bills has forced money 
into a distinctly secondary position. Deposit currency consists of 
demand deposits created by commerciar banks, and brought into 
circulation through the agency of bank checks. Demand deposits in 
this country totaled more than 87 billion dollars in December, 1947. 

Demand Deposits (Deposit Currency). It is estimated by ex- 
perts that this huge amount of deposit currency has a “turnover” of 
twenty-five to thirty times a year; that is to say, this sum is spent some 
twenty-five or thirty times in the course of a year. For although these 
deposits are being continually depleted by checks that are written 
against them, they are also being added to continually from several 
sources. 

One of these, which is of relatively slight importance, is the deposit 
of money, checks, money orders, and claims upon cash, by means of 
which individuals and business concerns increase their balances, 
and against which they write their checks as occasion arises. Much 
more important are the deposits that arise through loans and dis- 
counts. When a bank lends to a business concern on the basis of 
commercial paper, such as a promissory note or trade acceptance, 
it pays the concern the amount due in one of two forms— either 
bank notes or a demand deposit. If notes are taken, the business 
firm uses them in paying bills and thus distributes bank credit in 
place of personal credit. If the bank simply credits the account of 
the concern with the amount due, there is again an exchange of 
bank credit for personal credit, since demand deposits are promises 
of banks to pay money on demand. And the business concern, paying 
bills with checks drawn against a demand deposit, again distributes 
the bank’s implied promises to pay, in place of its own. It is chiefly 
through loans and discounts, and not through the deposit of money 
in a bank, that demand deposits arise. It is important to emphasize 
this point, since it is one that is often overlooked by students of 
economics. 

Another point that must be stressed is the fact that commercial 
banks deal mainly in short-term obligations; and this is one reason 
why the fund of deposit currency is being continually replenished. 
When a bank creates a demand deposit by granting a loan or dis- 
count, it may be required to pay out money every time one of this 
customer s checks comes in for payment, though in many cases the 
person presenting the check will merely ask the bank to place the 
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amouiit to his credit so that account may be increased. But in 
any case, the credit extended on commercial paper is ordinarily 
limited to a maximum period of ninety days, and at the end of that 
period the obligation must be paid by the borrower, unless the bank 
(if so requested) sees fit to renew the loan in whole or part. Since 
a bank handles thousands of transactions of this kind, its credit 
resources are in a state of constant flux, being in process of deple- 
tion through daily withdrawals, but being replenished all the while 
by daily deposits. 

Bank Reserves. Bankers are sometimes tempted to allow the 
extension of credit to go beyond the point of safety, for with each 
new loan a profit is realized. It would be disastrous, however, for a 
bank to be unable to pay a legitimate claim that is presented against 
it, since failure of this kind would result in the bank closing its 
doors. Consequently, it has been the custom in this country to pro- 
vide, by law, that reserves of a specified percentage must be held 
against demand and time deposits. In the case of state banks not 
members of the Federal Reserve System, the amount of the required 
reserve is regulated by state legislation and differs somewhat from 
state to state. The amount that for twenty years had to be held in 
reserve by banks belonging to the Federal Reseiwe System against 
demand deposits was 13 per cent for banks in New York and Chicago, 
10 per cent for those in cities of medium size, and 7 per cent for 
small-town banks; the reserve required against time deposits— those 
which cannot be withdrawn without "notice” of a month being given 
—was 3 per cent in all cases. The reserves are deposited with the 
Federal Reserve bank of the district in which the member bank is 
located. (The Board of Governors of the Federal Reserve System, 
by authority of the Banking Act of 1935, has several times changed 
the reserve requirements against demand and time deposits. The 
latest change, which went into effect on October 3, 1942, made these 
reserves 20, 20, and 14 per cent for demand deposits, and 6 per cent 
for time deposits. Since other changes may be made from time 
to time, we shall use the older, well-established figures in many of 
cur illustrations. ) ^ 

These reserves may appear at first sight to be absurdly small; but 

i Yet another modification, presumably temporary, went into effect on Sep- 
tember 24, 1948, after the present revision of tliis book had been set into type. 
This change raised the reserves against demand deposits to 26, 22, and 16 per 
cent, and those against time deposits to 7^ per cent. 
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experience has shown that they are entirely adequate, for so long 
as confidence is maintained there is very little chance of depositors 
making a concerted demand upon the member banks for payment 
of the amounts due them. Furthermore, as our study of the Federal 
Reserve System will show, provision has been made for rendering 
first aid to any member bank that is threatened by a 'mn — that 
is, by a demand for cash on the part of a large number of depositors. 

The Clearing House. Let us suppose that the Johnson Airplane 
Company has drawn a check for $50,000 on the Corn Exchange 
Bank Trust Company in favor of the United States Steel Corpora- 
tion. If the Steel Coi-poration happens to have an account in this 
particular bank, it will in all probability simply indorse the check 
and deposit it. The bank thereupon debits the Johnson Airplane 
Company with $50,000, thus decreasing that company's deposit ac- 
count, and credits the United States Steel Corporation with the 
same amount. In this way a payment is effected without any transfer 
whatsoever of actual money. All that has been done is to make a 
book transfer. 

If the Steel Corporation should be doing its banking business with 
another institution, say the Chase National Bank, it would still make 
no direct appeal to the Com Exchange Bank for payment of the 
check in cash. In this case, the check would be indorsed and de- 
posited with the Chase National Bank, and this institution (and 
not the Steel Company) would proceed to make collection. Time 
was when the procedure followed was to send out daily a "runner," 
or messenger, from one bank to another, to make collection in cash 
for credits that had accumulated in the course of the previous day's 
business. The second bank would likewise send a representative to 
the first bank, to receive payment of any amount that might be due 
by reason of credit instmments held against this bank. It is obvious 
that this duplication of effort meant waste, and as banks increased 
in number the expenditure of time and effort increased at a still 
faster pace. 

But this method of collection has long since given way to the 
clearing house. This is a central agency, the main purpose of which 
is to effect daily settlements between the banks of a given area. If 
the Chase National Bank has claims against the Corn Exchange Bank, 
it is likely also that the Com Exchange Bank has claims against the 
Chase National. Similar relationships exist between practically all 
banks of importance in any given city. In order to compare claims 


investment and commercial banking 235 

and make settlements, representatives of the various banks meet at 
the clearing house at designated hours every day. Each representa- 
tive, or settling clerk, presents the claims of his bank against other 
institutions, and receives in turn the claims of the other banks against 
his own. A balance is struck, either debit or credit, and the amount 
due is paid by the bank to the clearing house or by the clearing 
house to the bank, as the case may be. 

Reference to Table 11 ^ should help to make the procedure clear. 
Bank A, for example, presents at the clearing house claims upon 

Table 11. Hypothetical Example of Clearing House Debits and Credits 


Deposited Checks Drawn in the Following Amounts on 


i;ustomers oi 

Bank A 

Bank B 

Bank C 

Bank D 

Bank E 

1 

Total 

Bank A 


$2,500 

$ 850 

$5,800 

$3,400 

$12,550 

BankB 

$ 3,600 


1,800 

575 

1,350 

7,325 

Bank C 

2,200 

630 


750 

980 

4,560 

Bank D 

4,200 

1,200 

680 


560 

6,640 

Bank E 

3,050 

1,600 

745 

820 


6,215 

Total 

$13,050 

$5,930 

$4,075 

$7,945 

$6,290 

$37,290 


Banks B, C, D, and E, in the form of checks drawn against deposits 
in these banks and cashed by Bank A for its customers. The total 
of these claims is $12,550. But the other members of the clearing 
house present claims upon Bank A, as is seen in the first column, to 
the amount of $13,050. If one set of claims is balanced against the 
other, it is evident that Bank A can square its account with the 
clearing house by paying the amount due, $500. Banks D and E are 
obliged to pay, respectively, $1305 and $75; while Bank B collects 
$1395, and Bank C $485, to which they are, respectively, entitled. 
Since total debits are bound to equal total credits, the clearing house- 
finds itself, at the end of the day, exactly where it started. And yet, 
through a process of bookkeeping and the payment and collection 
of small balances, it has managed to adjust the claims existing 
among all its members. In our illustration given above, credits have 
been set over against debits, necessitating cash payments of only 
$1880 to settle claims totaling $37,290. 

2. Adapted from a table arranged by Dr. C. Louis Knight, and published in 
Paul F. Gemmill and associates, An Economics Question Book, New York, 
Harper & Brothers, 1931, p. 60. 
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The expenses of the clearing house are home by the member 
bankSy each paying an amount determined by its average “clearings” 
in relation to the total. But these expenses are comparatively slight, 
for the clearing house provides a very economical means of settling 
claims between banks. Though the volume of clearings in cities like 
New York and Chicago is enormous, the transactions are earned 
through with a surprisingly small transfer of actual money. In some 
cities the balances that must be paid are as small as 5 or 6 per cent 
of the total clearings. In New York in a recent year, the percentage 
of balances to clearings was 11.04. In the hypothetical illustration 
given in Table 11, the balances paid were a trifle more than 5 per 
cent of total clearings. It should be added that banks may, and often 
do, pay their balances by drafts on the Federal Reserve banks of 
their districts. There are in all about 600 clearing houses in the 
United States. 

Out-of-town checks are cleared (or collected) very largely through 
Federal Reserve banks. If, for illustration, a merchant in Leesburg, 
Virginia, buys goods from a wholesaler in New York City, paying 
with his check drawn on the Peoples National Bank of Leesburg, 
collection would be made in something like the following manner. 
The wholesaler first takes the check, properly indorsed, to his bank 
in New York. This bank deposits it for collection in the Federal 
Reserve Bank of New York. The check is now forwarded to the 
Federal Reserve Bank of Richmond. The Federal Reserve Bank of 
Richmond sends it to the Peoples National Bank of Leesburg. The 
Peoples Bank now settles with the Federal Reserve Bank of Rich- 
mond. Upon receipt of this settlement, the Richmond bank imme- 
diately credits the Federal Reserve Bank of New York; and the 
New York bank, in turn, credits the wholesaler s bank. The collection 
is now complete.^ 

It is estimated that some 95 per cent of all out-of-town (or 
“country”) checks are collected in this way. “For settlements between 
the Reserve Banks there has been set up that ingenious device, 
the gold settlement fund (now the inter-district settlement fund) 
lodged in Washington with the Board of Governors, and repre- 
sented by a gold credit on the books of the Treasurer of the United 
States. This fund is owned by all the Federal Reserve Banks, and 
settlements between Reserve Banks are daily eflFected by bookkeep- 
ing entries, on telegraphic advice, changing the proportion of the 
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gold fund which the different banks own.”* It will be observed 
that this is an ariangement similar in principle to the ordinary clear- 
ing house, but operating on a much larger scale. 

Fluctuations in Demand Deposits . The recent trend of deposit 
currency is indicated in Table 12, which gives the bank deposits, 
other than savings deposits, in the United States for certain years 
from 1910 to 1947. It will be noted that the volume of bank deposits 
increased greatly between 1910 and 1930. The substantial reduction 

Table 12. Demand Deposits in the 
United States, 1910 to 1947 


1910 $ 8,447,000,000 

1915 10,153,000,000 

19^0 22,001,000,000 

19^5 23,631,000,000 

1930. . . 24,098,000,000 

1933 15,248,000,000 

1938 25,986,000,000 

1943 60,803,000,000 

1947 87,100,000,000 


in deposits in 1933 is accounted for by the post-1929 business de- 
pression, and the increase in 1938 may be regarded as an indication 
of the improved business conditions of that year. The need for huge 
volumes of demand deposits in times of great economic activity is 
reflected in the figures for the wartime year of 1943 and the post-war 
year 1947, Savings deposits are excluded from the table for the 
reason that they come under the heading of investment credit rather 
than commercial credit. 

Commercial credit is supplied through demand deposit accounts 
by national, state, and private banks; and most trust companies also 
engage in a general banking business. On December 31, 1947, the 
total number of such institutions in this country was 14,182, dis- 
tributed in the manner shown below. 


Members of Federal Reserve System: 

National banks 5,005 

State banks. 1,918 

Non-members of Federal Reserve System 7,259 


Total............... 14,182 


3W. Randolph Burgess, The Reserve Banks and the Money Market, New 
York, Harper & Brothers, 1936, rev. ed., pp. 94, 95, 
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1. What is credit money? 

2. Explain the distinction between inmsf merit and commercial credit. 

3. What two types of capital result from the creation of these two 
forms of credit? Explain. 

4. ''When praperly indorsed, a note becomes 'negotiable.^ Explain the 
italicized terms. 

5. What is the process of discounting? 

6. There are several forms of the "draft,” but all are based on the 
same general principle. What is this principle? 

7. What is "double-name paper”? 

8. What is the function of the investment bank? 

9. It is "obvious that our investment bankers exercise a large degree 
of -control over production.” In what way? 

10. Explain what is meant by the selection, underwriting, and distri- 
bution of securities. 

11. Show the way in which fixed capital is provided through the rein- 
vestment of earnings. 

12. What measures have been adopted to protect the buying public 
against fraud in the sale of worthless securities? 

13. What percentage of the national income may we expect to be saved 
in this country in times of business prosperity? 

14. What is deposit currency? Give a synonym for this term. 

15. What proportion of our credit-currency structure is made up of 
deposit currency? What other items form a part of this structure, 
and to what extent? 

16. What is a bank note? Is it similar, in any important respect, to any 
of the "credit instruments” mentioned earlier in the present chapter? 
Explain. 

17. What is a demand deposit? 

18. Describe ways in which a demand deposit may be created. 

19. What are the regulations governing the creation of national bank 
notes? Why are such regulations necessary? 

20. What are the regulations governing the issuance of deposit cur- 
rency? Why are these regulations necessary? 

21. Of what significance is the statement that "commercial banks deal 
mainly in short-term obligations”? 

22. Describe the workings and state the purpose of the clearing house. 

23. The transactions of the clearing house "are carried through with a 
surprisingly small transfer of actual money.” Illustrate. 

24. Explain the way in which the Federal Reserve banks facilitate the 
clearing of checks. What is meant by the word "clearing” as here 
employed? 

25. What is the "gold settlement fund,” and how is it used? 

26. What has been the trend in volume of demand deposits during the 
past forty years? 

27. What, approximately, is the total number of organizations in the 
United States that make a business of providing commercial credit? 
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Classify these organizations, giving an idea of the number of each 
type. 
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13. Central Banking in the 
United States 


0 UT treaiinent of commercial hanking has thus far related chiefly 
to banks as individual units, but we now turn to a consideration of 
the centralization of certain commercial banking agencies in the 
United States, which may be said to date from the introduction 
of the Federal Reserve System. The Federal Reserve Act was passed 
in 1913, and the Federal Reserve System began operations in the 
following year. It substituted a somewhat centralized system of 
banking for a notoriously decentralized system, and was adopted 
chiefly for the purpose of providing (1) greater security for de- 
positors, and (2) a larger degree of elasticity of credit. How these 
objectives were to be attained will be discussed after we have 
sketched the structure of the Federal Reserve System.^ 

Structube of the Federal Reserve System 

Federal Reserve Banks. The basis of the system is twelve Fed- 
eral Reserve banks, located in twelve important cities of the country. 
Since it was the aim of the Federal Reserve Act to coordinate to 
some extent all of the commercial banking operations of the United 
States, the country was divided into twelve "districts/' known as 
Federal Reserve districts, and one Reserve bank was established in 
each district. Fig. 9 gives an idea of the territory assigned to each 
of the several districts. It will be seen that, in so far as area is 
concerned, the division is very unequal. However, the basis of 

^ Our treatment of the Federal Reserve System is based largely upon W. R. 
Burgess, The Reserve Banks and the Money Market, New York, Harper & 
Brofliers, 1936, rev. ed., which gives a clear account of the organization and 
early operation of this development in American banking. We have also drawn 
upon banking experience in more recent years, and have noted changes in the 
System necessitated by its failure to meet some of the needs of the post-1929 
depression and post-war period. 
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division was not territorial equality, but tbe establishment of Reserve 
banks at points where they would best serve the banking needs of 
the country. 

In addition to these twelve Federal Reserve banks, there are now 
in all but two of the districts (the first and third) “branches” of the 
Federal Reserve banks, which have been provided for the greater 
convenience of member banks that are situated at some distance 
from a main Reserve bank. Thus, in the twelfth district the Federal 


Fig. 9. Federal Reserve Districts and Cities in Which Reserve 

Abe Located. 


Reserve bank is located at San Francisco, but it has branches in 
Los Angeles, Portland, Seattle, Spokane, and Salt Lake City. In 
practice, then, there are in the twelfth district six centers to which 
Federal Reserve member banks of that district may apply for Federal 
Reserve service. There are, in all, twenty-five branches of Federal 
Reserve banks scattered throughout the country. 

The Federal Reserve banks are not government banks, nor are 
they ordinary commercial banks. They are often referred to as 
'‘bankersV banks,” and this term indicates, first, their ownership by 
the member banks of the districts in which they are located, and, 
second, the fact that they perform for the member banks much the 
same type of services as these member banks perform for their 
customers. But it is important to note— and this is true of central 
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banks in general-that the policies of the Federal Reserve banks are 
molded in the interests of public v^elfare, and are not directed 
primarily toward the goal of private gain. Indeed, their dividends 
are limited to 6 per cent, though all profits over and above this 
amount may be set aside as '‘surplus’’; and upon this fund the 
banks are permitted to draw to pay the deficits of unprofitable years. 

Member Banks. Every national bank is required by the Federal 
Reserve Act to take out membership in the Federal Reserve System, 
and any state bank or trust company that has a capital of $50,000 
or more is eligible for membership. In acquiring membership, a bank 
must subscribe to stock in the Federal Reserve bank of its district 
to the amount of 6 per cent of its own capital and surplus. It must also 
deposit all of its legal reserves with the Federal Reserve bank of 
which it is a member. These two items—subscription to stock in, and 
the deposit of reserves with, the Federal Reserve bank of the dis- 
trict-are the chief obligations of membership. 

We have already noted the fact that each Federal Reserve bank 
is owned by the member banks of its district, and this ownership 
arises, of course, from the purchase by the member banks of stock 
in the Reserve bank. The member banks also exercise a degree of 
control, but by no means complete control, over the Federal Reserve 
bank. Eveiy Reserve bank is administered by a board of directors. 
This board is composed of nine members, and is divided into three 
groups of three members each. Three members are Class A directors, 
who are elected by the member banks, which, as we have seen, 
are holders of stock in the Reserve bank. Three members of the 
board known as Class B directors, and also elected by the member 
banks, must be men actively engaged in industrial, agricultural, and 
commercial pursuits in the district. The remaining three directors, 
who are designated Class C directors, are selected by the Board of 
Governors of the System, which will be described presently. It is 
assumed that Class A directors will represent the interests of the 
member banks, Class B directors the general economic interests of 
the district, and Class C directors (sometimes called “government 
directors”) the general public. The directors of each Federal Re- 
serve bank elect a president, with the approval of the Board of 
Governors, for a five-year period. He is the chief executive oflScer. 

The make-up of the Reserve bank directorship indicates fairly 
clearly that its function is not that of the usual commercial bank. 
To be sure, it is intended that a Federal Reserve bank shall aid the 
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banking interests of the district, but the inclusion of Class B mem- 
bers on the board insures that those groups of business men who 
depend upon the member banks for the extension of credit will have 
their interests looked after also, while the welfare of the public, in 
so far as it is dependent upon the operation of a central banking 
policy, will presumably be safeguarded by the Class C directors. 
The nature of the ownership and control of Federal Reseiwe banks 
appears to justify the statement which has often been made— that 
they are ''semi-private, semi-public institutions.” 

On December 31, 1947, there were 6923 member banks in the 
Federal Reserve System, with total assets amounting to about $98,- 
000,000,000. These banks represented only 47 per cent of the com- 
mercial banks in the United States at that time, but they handled 
85 per cent of the country's demand deposits.^ It may be added that 
5005 of these member banks, or 73 per cent of the total, were national 
banks, the remainder being state banks and trust companies that had 
applied for and gained admission to the Federal Reserve System. 
Despite the advantages of Federal Reserve membership, particularly 
in the matter of security, some banks prefer to operate under state 
charters, which in many instances impose fewer restrictions on a 
very liberal extension of credit than do the rules of the Federal 
Reserve System. Thus there is the possibility of making larger profits 
under state than under federal regulation, but also a distinct sacrifice 
of safety. This statement is borne out by the fact that, in the financial 
crash that followed 1929, there were many more bank failures among 
non-member banks than among the members of the Federal Reserve 
System. 

The Board of Governors of the Federal Reserve System. Gen- 
eral supervision and control of the Federal Reserve System are 
entrusted to the Board of Governors.^ This body consists of seven 
members, and has its headquarters in Washington. Each member of 
the Board is appointed for a fourteen-year term by the President 
of the United States, subject to the approval of the Senate. Not 
more than one of the seven may come from any one Federal Reserve 
district, and it is stipulated that appointments shall be made with 
"due regard to fair representation of the financial, agricultural, 

^Federal Reserve Bulletin, March, 1948, pp. 304, 305. 

3 The "Board of Governors of the Federal Reserve System*' is the new name, 
designated by the Banking Act of 1935, for the body which, prior to that date, 
was known as the “Federal Reserve Board." 
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industrial, and commercial interests, and geographical divisions of 

the country.’^ 

When a bank takes out membership in the Federal Reserve System, 
it does not thereby lose its independence of action. It ordinarily 
continues to function much tlie same as before, conducting its 
operations in accord with national or state laws. The twelve Reserve 
banks likewise are largely autonomous units in dealing with their 
member banks. The amounts they lend to member banks, and the 
rates at which the loans are made, are ordinarily determined by 
each Reserve bank for itself through its board of directors. But the 
Board of Governors acts as a coordinating body in matters that 
affect more than one Reserve bank, to the end that the activities 
of one bank shall not interfere with the proper functioning of any 
of the other banks. 

We shall not be able to discuss in detail the many tasks of coordi- 
nation, regulation, and supervision that come within the jurisdiction 
of the Board of Governors, but we shall see that the Board exercises 
a considerable degree of control over the banking operations of the 
United States. The functions of the Board have been summarized 
by a former Federal Reserve oflScial in the following statement: 

The Board prescribes regulations governing methods and procedure 
of Federal Reserve operations in those matters where uniformity has 
appeared to be necessary. Discount rates are fixed by the several Federal 
Reserve Banks subject to ‘‘review and determination of the Board of 
Governors of the Federal Reserve System,’’ but, under the Banking Act 
of 1935, “each such bank shall establish such rates every fourteen 
days, or oftener if deemed necessary by the Board.” Open-market policy 
is determined by an Open Market Committee consisting of seven mem- 
bers of the Board and five representatives of the Reserve Banks elected 
by the directors by geographical areas. The Board of Governors has 
power to change the reserve requirements of member banks under cer- 
tain conditions and within certain limits and power to prescribe margin 
requirements on certain types of security loans by brokers and banks. 

Under the terms of the Banking Act of 1933 the Board exercises spe- 
cial supervision over all foreign operations of the Federal Reserve Banks. 
The Board passes upon all applications of banks for membership in the 
Reserve System, after receiving the recommendation of the several Re- 
serve Banks, and exercises a number of specific and general powers in 
the supervision of member banks. The Board serves as a clearing house 
for interdistrict settlements, arising from check collections and wire 
transfers. It has a force of examiners who examine the Reserve Banks 
periodically, and it maintains a complete statistical record and analysis 
of Federal Reserve operations, much of which is made public through 
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the Board s weekly press statements, montlily bulletin, and annual report 
to the Congress. In addition to these and a number of other specific 
functions, the Board exercises general supervision over the operations of 

the Reserve Banks.^ 

The Security of Bank Deposits 

Because the demand deposits of a bank are liable to be drawn 
upon at any time without advance notice being given, it has been 
customary to establish legal reserves of specified ratios with which 
to meet the demands of depositors. State banks operating under 
the vaiTOus laws of the several states have been required to maintain 
against deposits certain minimum reserves specified in the state 
banking acts. The result has been a decided lack of uniformity as 
between states. The reserves required of the national banks, prior 
to the passage of the Federal Reserve Act in 1913, were laid down in 
the National Bank Act, and applied to all national banks throughout 
the country, regardless of state boundaries, though the percentages 
required differed with the classes of cities in which the banks were 
located. 

Bank Reserves Under the National Bank Act. The Federal 
Reserve Act applies only to banks belonging to the Federal Reserve 
System, as the National Bank Act of the pre-Reserve era applied 
only to national banks. Under both of these acts, the banks of the 
country were divided into three groups, depending upon whether 
they were located in very large cities, cities of moderate size, or 
small cities or towns. These groups were classified as ‘'central reserve 
city banks,” “reserve city banks,” and “country banks,” respectively.® 
Central reserve city banks and reserve city banks were required to 
maintain reserves amounting to 25 per cent of their total deposits, 
and the percentage for country banks was 15. These reserves took 
the form of lawful money, and in the case of central reserve city 
banks the whole of the legal reserve had to be kept in their vaults 
in readiness to meet the demands of depositors. Reserve city banks 
were required to keep one-half, and country banks two-fifths, of the 
specified reserves in their own vaults. The remainder they were 
permitted, if they wished, to deposit with approved banks in other 

^W. R. Burgess, The Reserve Banks and the Money Market^ p. 12. 

^ New York and Chicago are now the only central reserve cities; 62 other 
cities (mostly large but some of only moderate size) have been designated as 
reserve cities; and all others are regarded, for Federal Reserve purposes, as 
"country” areas. 
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cities. The reserve city banks could deposit one-half of their legal 
reserves in central reserve city banks, and the country banks three- 
fifths of their legal reserves in reserve city banks. 

Since resei^ves thus deposited drew interest, while reserves held 
in their own possession did not, many of the banks cut down to the 
bare legal minimum the amount of legal reserves actually held in 
their vaults. Out of this situation arose the practice known as the 
pyramiding of reserves, which tended to weaken the ability of banks 
to mobilize their reserves in case of need. Let us suppose, for exam- 
ple, that a Pliiladelphia national bank had on its books demand 
deposits amounting to $4,000,000. Since Philadelphia is a reserve 
city, the legal reserve against these deposits was 25 per cent, or 
$1,000,000. But one-half of this amount could be deposited with a 
New York (central reserve city) bank, leaving in the vaults of the 
Philadelphia bank only $500,000 as a reserve immediately available 
for the payment of $4,000,000 of demand deposits which might be 
called for at any time. Presumably, the Philadelphia bank could also 
recall at will the $500,000 deposited with the New York bank. But 
the New York bank was at liberty to treat this reserve as it would 
treat any other deposit; that is, it could and probably would retain 
in its vaults merely the 25 per cent reserve required by law, lending 
out the other 75 per cent, or $375,000, at interest. If we imagine 
a series of bank runs injected into this situation, it is easy to see that 
the New York bank might find it difficult, or even impossible, to 
return the $500,000 deposit on demand, and the Philadelphia bank 
in turn, in the absence of this part of its legal reserve of $1,000,000, 
might be forced to close its doors because of its inability to pay on 
demand the claims of its depositors. 

It might be suggested, of course, that even the full legal reserve 
of $1,000,000 would be a small amount with which to try to meet 
outstanding deposits totaling $4,000,000. And, indeed, it was dis- 
covered that the National Bank Act reserves of 25, 25, and 15 per cent 
did not always enable a bank to meet its legal obligations when 
confronted with a long line of insistent depositors clamoring for 
the payment of their claims. However, the difficulty lay not so much 
in the inadequacy of reserves as in the fact that, before the adoption 
of the Federal Reserve Act, every bank was, in time of emergency, 
very largely *‘on its own.” Since the function of a commercial bank 
is to lend out its funds, no such bank can hope to have in its vaults 
sufficient money to pay off all its depositors if they happen to present 
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their claims at about the same time. When, under the National Bank 
Act, there developed in a given community a lack of confidence 
that took the foim of runs on the banks, it was pretty much a matter 
of every bank for itself. One might perhaps expect neighboring banks 
to come to the aid of a bank in distress, lending it funds with which 
to pay off its depositors and thus helping to restore confidence 
throughout the community. This, to be sure, sometimes happened. 
But it is equally true that a besieged bank often called for help, and 
called in vain because other banks felt that they must hold fast to 
whatever reseiwes they had on hand so that they might meet the 
demands of their own depositors if the need should develop. 

Centralization of Reserves Under the Federal Reserve Act. 
The Federal Reserve Act undertook to overcome the inadequacy of 
bank reserves to meet the demands that might be made upon the 
banks by their depositors. The purpose, of course, was to effect an 
arrangement that would make it possible for every sound bank to 
remain open, in contrast to the old system of reserves under which 
many a bank had been forced to close even though its assets were 
greater than its liabilities. In the matter of demand deposits, the 
immediate payment of claims upon demand is imperative, for the 
fact that a bank has assets on which it could realize within a month 
or two will not save it from disaster if requests for the payment of 
demand deposits are not met when made. 

The new method of handling reserves involved not an increase 
in the size of reserves, as one might have expected, but instead 
a decrease. Under the National Bank Act, the reserve requirements 
for demand and time deposits were the same, being 25, 25, and 
15 per cent for central reserve city banks, reserve city banks, and 
country banks, respectively. With the passage of the Reserve Act 
in 1913, these requirements were changed to 18, 15, and 12 per cent 
for demand deposits, and in 1917 they were lowered to 13, 10, and 
7 per cent, depending upon the class of the city in which the bank 
was located. The reserve against time deposits, applying uniformly 
to all member banks throughout the Federal Reserve System, was 
set at 5 per cent in 1913, and lowered to 3 per cent in 1917. ( As was 
explained in Chapter 12, the reserve requirements, since October 3, 
1942, have been 20, 20, and 14 per cent on demand deposits, and 
6 per cent on time deposits.)® All legal reserves must be deposited 

®Note, in this connection, the temporary ruling, effective as of September 
24, 1948, mentioned on p. 233, footnote 1. 
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with and held by the Federal Reserve bank of the district. The mem- 
ber banks do not receive interest on these reserve balances held by 
the Reserve banks. 

This policy of pooling reserves enables the Reserve bank to give 
aid to any member bank upon which the depositors are drawing 
heavily. Formerly, the individual bank was expected to fight its own 
battles and to have on hand at all times a reserve large enough for 
any emergency. As we have seen, the reserves were often insufficient 
to meet the needs of the occasion. With the reserves of all member 
banks under the control of a central agency, the Federal Reserve 
bank of the district, further funds can readily be extended to the par- 
ticular bank that needs them. Each district is so large that it is im- 
probable that all banks throughout the area will require aid at the 
same time. It is scarcely likely, for example, that all of the six hun- 
dred and fifty member banks of the third district will need the assist- 
ance of the Reserve bank of the district at the same time. But all have 
deposited with the Reserve bank funds which foxm a large pool of 
reserves which are available for the use of any sound bank or banks 
that may need help. Further safeguards are the authorization to 
Reserve banks to “make advances to a member bank on its time and 
demand notes having maturities of not more than four months and 
which are secured to the satisfaction of the Federal Reserve bank,” 
and the power of the Board of Governors to shift reserves from one 
Reserve district to another in time of emergency. 

The principle involved in the centralization of reserves is similar 
to the principle of insurance. There is safety in numbers, for as 
numbers are increased the risk is spread. Since it is impossible to tell 
in advance which bank is going to be hard pressed, it was necessary 
under the old system for every bank to be prepared for the emer- 
gency. With the Reserve banks and the Board of Governors standing 
ready to give assistance whenever and wherever it may be needed, 
there is no necessity for so large a total reserve as heretofore, The 
device thiough which aid is ordinarily given is the rediscounting 
process, which will be described presently. 

The Guaranty of Bank Deposits. For some years after the 
adoption of the Federal Reserve Act, it seemed that the financial 
panics that had often accompanied business depressions were a thing 
of the past. But the post-1929 depression wrought such havoc among 
the commercial banks of the country that there was no question that 
the banking system of the United States was still far from perfect. 
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In 1930, 1931, and 1932, there were 4377 failures of American 
banks, involving more than 2% billion dollars in deposits. Of these 
4377 banks, 3431 were not members of the Federal Reserve System. 
The percentage of casualties among member banks was, therefore, 
rather low; and it should be remembered in this connection that the 
Reserve System has not pretended that its members are immune to 
failure. The System has never promised assistance to banks that 
refuse to live up to the principles of sound banking as recommended 
by the Board of Governors and set forth in specific regulations. And 
it must be added, in fairness to the System, that many if not all of the 
banks that failed were institutions whose operations were of such a 
type that the Federal Reserve System could not legally come to their 
aid. In so far as member banks had sound, short-term commercial 
paper to pledge against loans from the Reserve banks, they were able 
to secure Federal Reserve notes with which to meet the demands of 
their depositors. But many commercial banks had loaned to their 
customers on real estate mortgages and other forms of security which 
the Federal Reserve banks were not allowed to accept. 

Whatever may have caused the unprecedented number of bank 
failures in the 1930’s, the loss of the holdings of hundreds of 
thousands of depositors led to a demand for the federal insurance 
of deposits. The result was the creation of the Federal Deposit Insur- 
ance Corporation, authorized by the Banking Acts of 1933 and 1935. 
All banks belonging to the Federal Reserve System must, and sound 
non-member banks may, take out deposit insurance with this corpora- 
tion. Insured banks are subject to an annual assessment, payable 
semi-annually, of one-twelfth of one per cent of their total deposits, 
for the privilege of carrying this insurance. 

Every depositor in banks that are insured is protected to the full 
extent of his deposit up to l^BiS&fan amount which covers completely 
the claims of practically all depositors of closed banks. Larger aggre- 
gate amounts may be protected by the owner placing his funds in a 
number of banks, making certain that the maximum he entrusts to a 
single bank is fMfe" On December 31, 1947, 91 per cent of the com- 
mercial banks in the United States carried insurance under the 
F.D.I.C. 

The Elasticity of Credit 

Commercial banks are operated primarily to supply credit to busi- 
ness men. If our enterprisers had the same credit needs from month 
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to montb and year to year, and hence required commercial credit in 
a continuous stream of uniform volume, the problem of providing 
elasticity of credit would be one of minor importance. 

But the economic activities of society vary greatly in volume from 
time to time, and the demand for credit varies correspondingly. The 
arrival of payday may cause a great industrial concern to call upon 
its bank for a hundred thousand dollars in cash with which to meet 
its payroll. The first day of every month, or the first few days of the 
month, will ordinarily witness the payment of literally millions of 
book accounts or other obligations that have been running for some 
weeks. Bankers in agricultural areas are expected to “carry” their 
customers during certain parts of the year by lending to them until 
their crops have been harvested and sold. Large amounts of credit 
must be available, not throughout the entire year but at certain times, 
to “move” the com crop, the wheat crop, and other farm products 
that run into hundreds of millions of dollars. Manufacturers must be 
financed so that they can pay for labor, power, and raw materials 
while engaged in making seasonal goods for, let us say, the Easter 
trade or the Christmas rush. Finally, there are years of depression 
when but little credit is used, and years of business boom when credit 
facilities may be strained to the limit. 

It is clear, then, that a supply of credit that is adequate for financ- 
ing business at certain times may be quite insufiicient for other times. 
Hence, there is need for an elasticity of credit that will meet the 
requirements of legitimate business under varying conditions, 
whether the quantity of credit demanded is large or small. 

TTie Process of Rediscotmting. The P ederal Reserve Act under- 
took to provide elasticity of credit through the agency of the redis- 
counting process. We have noted that Federal Reserve banks are 
often spoken of as bankers' banks, and that this title arose in large 
part from the fact that the relationship between a Reserve bank and 
its member banks is much the same as that which exists between a 
member bank and its customers. Probably nowhere is this parallel 
relationship seen more clearly than in the handling of commercial 
paper; for the discounting of commercial paper, which is one of the 
most important functions performed by a member bank for its cus- 
tomers, is matched by the rediscounting of this same commercial 
paper, which is one of the chief services rendered by a Reserve bank 
to its member banks. 

Business men ask their banks to discount commercial paper for 
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them when they must secure cash or increase their bank deposits in 
order to meet their obligations. Member banks ask the Reserve banks 
to rediscount commercial paper (that is, to discount again the paper 
that the member banks have already discounted for their customers ) 
when they, the member banks, must secure cash with which to meet 
an emergency, or cash or increased balances with the Reserve banks 
which will enable them to extend further loans to their customers. 
However, throughout our discussion of rediscounting, the reader 
should bear in mind a provision in the Glass-Steagall Act of 1933 
which reads as follows: “Discounting at Federal Reserve banks is 
definitely made a privilege, rather than a right, in that ‘shall’ is 
changed to ‘may’ in the phrase ‘shall discount for members.’ ” From 
this provision it is clear that a Reserve bank has the power to limit 
the amount of credit it extends to member banks. 

Rediscounting to Increase Legal Reserves. It will be recalled 
that a member bank must maintain with the Federal Reserve bank 
of its district a reserve of 13, 10, or 7 per cent (changed to 20, 20, 
and 14 per cent as of October 3, 1942)^ against the demand deposits 
of its customers. In depositing these reserves, the member banks 
acquire claims against the Reserve banks. Whenever their deposits 
with the Reserve banks are larger than are needed to fulfill their 
legal reserve requirements, member banks may withdraw the excess 
portion of their balances. For example, a “country bank” which owed 
its customers $100,000 in the form of demand deposits would have to 
maintain a reserve of $7000 ( or 7 per cent) with its Reserve bank; but 
if these demand deposits were reduced to $50,000, the bank could 
withdraw $3500 of its deposit with the Reserve bank and still leave a 
sufficient balance to fulfill the legal reserve requirements. If, on the 
other hand, this bank wished to increase the demand deposits of its 
customers from $100,000 to $200,000, it would be required also to 
increase its reserves (that is, its balance with the Reserve bank) 
from $7000 to $14,000. It could do this by borrowing from the Reserve 
banks in much the same manner as business men borrow from mem- 
ber banks. ■ 

This process of borrowing by business men, as was emphasized 
in the preceding chapter, usually takes the form of discounting com- 
mercial paper. That is to say, the bank Tends credit in the form 
of a bank deposit, accepting as security for the payment of the loan 
some sort of acceptable credit instrument. The process of redis- 

^ See, also, footnote 1 on p. 233. 
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counting consists of a member bank taking this instrument to a 
Reserve Bank and asking the Reserve bank to accept it as security 
for a loan to the member bank. In this way, commercial paper of 
approved types is made to do double service, forming the basis, 
first, of a loan from the member bank to a customer, and, later, of 
another loan from the Federal Reserve bank to the member bank. 

The only commercial paper that is i*egularly eligible for redis- 
count is short-term credit instruments that relate to actual business 
transactions. We have here a provision which indicates that the 
Federal Reserve System is designed to facilitate the extension of 
commercial credit and not investment credit. Short-term paper is 
defined as paper that matures within ninety days, but agricultural 
paper is acceptable if it does not run beyond nine months. Further- 
more, no paper is eligible for rediscount if it has arisen from trans- 
actions in stocks or bonds. Since the rediscounting process requires 
indorsement by the member bank, all rediscounted instruments are 
“double-name paper."" ® 

Not only does eligible commercial paper result from actual busi- 
ness transactions, but the need for credit expansion also arises out 
of such transactions. And so it happens that just at the time when 
business is brisk, with requests for more and more credit coming in 
to the banks, there is being created also a large quantity of com- 
mercial paper that can be exchanged, so to speak, for the desired 
cx*edit. For the member banks can have this paper rediscounted at 
the Federal Reserve banks and thus increase their balances; and on 
the strength of these enlarged balances, which serve as legal re- 
serves, they are entitled to extend further credit to their customers in 
the form of bank deposits. In this way an expansion of credit is made 
possible when it is most needed. But it should be remembered that 
this use of the rediscounting privilege is regarded as distinctly an 
emergency measure. 

As a safeguard against the undue expansion of bank deposits, the 
Federal Reserve banks, as well as member banks, are required to 
set up legal reserves against the claims of depositors as represented 
in demand deposits. Back of every deposit extended to a member 
bank by a Federal Reserve bank, the Reserve bank must maintain 

sit should be noted that emergency banking legislation of the post-1929 
depression period conferred temporary eligibility upon several other types of 
paper, which were to be discounted, however, only ‘ m unusual and exigent 
circumstances.' ® 
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a 100 per cent reserve, of which at least 25 per cent (reduced from 
35 per cent, as of June 12, 1945) must be in the form of gold certifi- 
cates or other lawful money, and the remainder in commercial paper. 
A further safeguard against excessive expansion is the interest charge 
made by Federal Reserve banks on all loans that are due from mem- 
ber banks. Since the only way to escape the payment of interest is 
to pay off the loan, there is every incentive for member banks to 
redeem their commercial paper pledges as promptly as possible. 
When business men no longer need large amounts of credit and 
hence reduce their indebtedness to their banks, these banks in turn 
are likely to reduce their loans from the Reserve banks in order to 
effect a saving in interest. 

An Illustration of Elasticity of Credit. Since a reserve of only 
25 per cent in gold certificates or lawful money is required (in addi- 
tion to commercial paper) as security against deposit accounts in 
Federal Reserve banks, a gold dollar in a Reserve bank ® may be 
used as the basis of a $4.00 credit on deposit. Consequently, a $1.00 
gold certificate in the possession of a Reserve bank will enable that 
bank to extend to member banks $4.00 in credit; and member banks 
as a whole, in turn, will be able to extend a much greater amount 
of deposit currency to their customers. For the $4.00 on deposit with 
the Reserve bank serves as a reserve, and is suflBcient security to 
enable the member bank to give credit to the amount of approxi- 
mately $30.77, $40.00, or $57.14, depending upon whether the insti- 
tution is a central reserve city bank, reserve city bank, or country 
bank. For $4.00 is 13 per cent, 10 per cent, and 7 per cent, respec- 
tively, of the three amounts that we have mentioned. (This calcula- 
tion is based upon the member bank reserve requirements in effect 
August 15, 1936, which have since been changed several times, as 
we have explained. Because the current reserve requffements are 
20, 20, and 14 per cent, respectively, for the three classes of banks, the 
theoretical volume of credit which could today be based upon a 
$1.00 gold certificate is $20.00, $20.00, and $28.50.) 

The case may be stated in a slightly different way. If a business 
man wished to borrow $40.00 from a reserve city member bank, the 
bank would have to increase its reserve with the Federal Reserve 

® As we have explained, the gold itself is actually held in the Treasury, and 
Reserve banks, hold gold certificates which are virtually ‘Varehouse receipts,’* 
but are redeemable in gold only at the discretion of the Secretary of die 
Treasury. 
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bank to the extent of 10 per cent of this loan, or $4.00. And the Re- 
serve bank would need only $1.00 in gold, plus $3.00 in eligible com- 
mercial paper, to enable it legally to credit the member bank’s ac- 
count with this reserve of $4.00. 

Of course, the expansion of credit that actually takes place is not so 
great as we have imagined in our illustration. Indeed, it has been 
shown that the necessity for keeping on hand sulBcient cash to meet 
the demands that may be made by depositors makes it impossible to 
extend anything like so large an amount of credit as we have sug- 
gested above would be legally permissible.^" Generalizations in such 
matters are risky, and because of their inexactness are often worth- 
less; but our example of the maximum expansibility shows that gold 
under the F ederal Reserve System is much more useful as a reserve 
than as a direct medium of exchange. However, it is a principle of 
Federal Reserve policy that reserve funds should be* used ( either paid 
out or as a basis for credit) whenever they are genuinely needed, but 
should not be used beyond that need. The determination of what are 
genuine needs is a major problem. 

Rediscounting to Secure Federal Reserve Notes. The ability 
of member banks to increase their loans to customers depends not 
only upon enlarging their balances with the Reserve banks and thus 
gaining the privilege of expanding the volume of demand deposits, 
but also upon having sufficient “till money,” or ready money, with 
which to cash the checks which customers write against their deposit 
accounts. Here, again, is a financial problem for which the Federal 
Reserve System has provided a solution. 

Just as the business man looks to his bank to supply money with 
which to meet his payrolls, so the member bank turns to its Reserve 
bank when in need of ready cash to hand out over the counter. This 
need, like the need for larger reserves, may be met tlirough the 
process of rediscounting. When a member bank presents acceptable 
commercial paper to the Reserve bank, it may ask either for an addi- 
tion to its deposit account, in the manner that we have described, or 
for immediate funds in the form of Federal Reserve notes. If its 
supply of till money is unduly depleted, it will doubtless choose the 
notes, which will be readily accepted by its customers when they 
present checks against their deposits. 

Long before the inception of the Federal Reserve System, it w^as 

J»Se^ in this connection, C. A. Phillips, Bank Credit, New York, The Mao- 
miUan Company, 1921, chap. 3. 
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xecognized that the inflexibility of hank note issue was a serious 
handicap. In times of industrial boom, when prices are mounting and 
business is expanding, there is a demand not only for more credit but 
for more actual money. Even more vital is the ability to secure funds 
when the boom has reached its peak, when there are anxiety and 
uncertainty in the air, and credit has been strained to the utmost. If 
the banks cannot lend aid in the face of such a crisis, bankruptcy may 
easily be the fate of business men whose assets are ample but un- 
happily are not sufficiently Liquid to enable them to meet the pressing 
obligations of the moment. 

Why could not the banks, in a situation such as this, have extended 
further credit to their customers? Because, first of all, bank deposits 
would already have been stretched just as far as possible in view of 
the necessity of maintaining legal reserves against deposit accounts; 
and because, in the second place, the conditions of national bank 
note issue were such that this form of credit could not readily be 
expanded in time of emergency. For the banking laws relating to 
these issues demanded that national bank notes be secured by a 
100 per cent deposit of government bonds, plus a redemption fund 
of 5 per cent in lawful money. Therefore, a shortage of government 
bonds might have proved to be a very real stumbling block at a time 
when more bank notes were needed. For the government bonds that 
could be used as backing for note issues were limited in number, and 
most of them, as a rule, were already serving as security for issues of 
banknotes. 

The Federal Reserve solution of this problem was to substitute 
commercial paper for government bonds as security against notes 
issued to meet the demands of business expansion. We are referring, 
of course, to the issuance of Federal Reserve notes through the 
process of rediscounting. When the member bank presents eligible 
commercial paper for rediscount and asks for Federal Reserve notes, 
the Reserve bank must deliver as security to the Federal Reserve 
Agent (who is the official representative, in the Federal Reserve 
bank, of the Board of Governors) gold certificates to the amount of 
25 per cent (reduced from 40 per cent, as of June 12, 1945) of the 
issue, with the remainder in the form of acceptable commercial paper. 
In addition to this collateral fund of 100 per cent, Federal Reserve 
notes are backed by the assets of the issuing bank, and their payment 
is guaranteed by the United States government. Consequently, elas- 
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ticity of bank notes has been attained through the rediscounting 
process without any reduction in safety. 

There is a tendency for Federal Reserve notes to move back to the 
bank of issue once the need for them has passed. When currency is 
again abundant and the member bank has more bank notes available 
than are necessary to meet the needs of its customers, it ordinarily 
returns as promptly as possible the Federal Reserve notes it has bor- 
rowed, thus putting a stop to the interest charge. Member banks, 
being profit-seeking organizations, aim to keep in their immediate 
possession only such money as will be needed to satisfy the require- 
ments of those with whom they transact business. Any surplus they 
may have is sent to the Reserve bank, where it can be used to cancel 
loans or serve as a legal reserve. 

The rediscounting process is “a very present help in trouble,’" such 
as a bank faces when its depositors start a run upon its resources. If 
the bank’s total volume of deposits is large, so that it needs a great 
deal of money with which to pay its depositors, it should also have in 
its vaults a large quantity of commercial paper. If it has pursued a 
sound commercial banking policy, lending on short-term commercial 
paper arising out of actual business transactions, it will have an 
abundance of such paper and will experience no difficulty in redis- 
counting this paper, and obtaining Federal Reserve notes with which 
to pacify its depositors. Probably there is no better way to stop a bank 
run than to pay the claims of depositors not only readily, but even 
eagerly! More than one depositor has been paid off in full, only to fall 
in again at the end of the line and redeposit his entire receipts, once 
he has satisfied himself that his money could be had if he really 
wanted it. And more than one bank run has been stopped by the 
appearance on the scene of a Federal Reserve truck carrying bales of 
Federal Reserve notes. The rediscounting feature of the Reserve 
System has aided materially in lessening the terrors of a financial 
panic. 

Federal Reserve Credit Control 

Need for the Control of Credit. The Federal Reserve System 
of the United States, like the central banking systems of other coun- 
tries, was designed primarily to contribute to the public welfare, and 
not to private profit. This means that control must be exercised over 
the expansion of credit so that the quantity of credit in circulation 
shall bear a definite relationship to business needs. If, therefore, in a 


CENTRAL BANKING IN TEE UNITED STATES 257 

period of business boom, credit has been expanded so greatly as to 
bring reserves close to the minimum of safety, further increases 
should be prevented if possible. But if business is inactive and re- 
serves are more than ample ( as they are likely to be in time of busi- 
ness depression), the use of credit should be stimulated. 

Whether the need for special measures of control should be deter- 
mined on the basis of the reserve ratio, the total volume of credit that 
has been extended, the general level of prices, or upon some other 
basis, has never been definitely established. The Board of Governors 
of the Federal Reserve System has admirable facilities for the collec- 
tion of economic data of all sorts, and presumably makes use of these 
data in framing its credit policies. And since, according to the Board, 
''the objective in Federal Reserve discount policy is the constant 
exercise of a steadying influence on credit conditions,” it is reasonable 
to suppose that the Board would regard any evidence of undue ex- 
pansion or contraction of credit as ample warrant for attempting to 
remedy the situation. 

Methods of Credit Control. The principal method of controlling 
credit is the manipulation of the interest charge, or "rediscount rate,” 
as it is often called. If this interest rate is raised, so that member 
banks are made to pay more for their loans from tlie Reserve banks, 
they may be persuaded to reduce rather than increase their borrow- 
ings. If, on the other hand, the rediscount rate is lowered, it may have 
the effect of encouraging borrowing, and thus put new hfe into busi- 
ness at a time when a stimulant is badly needed. In general, the 
rediscount rate for each district has been under the control of the 
Reserve bank of the district, but these rates are subject to "review 
and detennination of the [Board of Governors].” In September, 1927, 
for example, the Federal Reserve Bank of Chicago was forced, over 
its protest, to lower its rediscount rate. The Board has the power, 
therefore, to change the rediscount rates of any or all of the Reserve 
banks. 

In order to be genuinely effective, it appears that changes in the 
rediscount rate must be accompanied by "open-market” operations 
on the part of the Reserve banks. Without attempting to explain these 
operations in detail, we may say that they consist of the purchase or 
sale of securities (chiefly bankers’ acceptances and government obli- 
gations), for the purpose of making it easier or more diflScult, as the 
case may be, for member banks to extend credit. When the Reserve 
banks sell large quantities of such securities, the buyers usually pay 
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for them by writing checks against deposit accounts in member 
banks. The Reserve banks debit these amounts against member bank 
balances held in the Reserve banks, and by thus reducing these bal- 
ances they reduce at the same time the legal reserves of the member 
banks. This reduction in reserves discourages further extension of 
credit by these member banks. 

When, on the other hand, the Reserve banks buy securities, they 
pay for them with checks drawn on themselves. The sellers of the 
securities deposit these checks to their credit in member banks, and 
these banks commonly send them to the Reserve banks with instruc- 
tions to credit their accounts. In this way, their deposit balances 
with the Reserve banks are increased, and likewise, of course, their 
legal reserves. These large and partly unused reserves encourage the 
member banks to extend credit more freely than before. "The principle 
of open-market operations may be summarized,” writes an authority 
on the subject, "by saying that purchases of securities by Reserve 
Banks tend to relieve member banks from debt to the Reserve Banks, 
and lead them to adopt a more liberal lending and investing policy. 
Money rates become easier; bank deposits increase. Such purchases 
tend to create a borrower s market. Conversely, sales of securities by 
the Reserve Banks increase member-bank borrowing and lead the 
banks to adopt a somewhat less liberal policy. Money rates grow 
firmer; bank deposits tend to decline. Sales of securities tend to create 
a lender s market.” 

To these two important methods of control may be added the 
refusal to rediscount commercial paper for member banks that are 
using the credit obtained through rediscounting for any purpose 
"inconsistent with the maintenance of sound credit conditions”; the 
use of "moral suasion” with member banks that remain continuously 
in debt to Reserve banks for considerable lengths of time, and thus in 
effect increase their own capital out of Federal Reserve funds; and 
the publication of weekly reports on the condition of member banks 
in large cities, data indicating the condition of business, and warnings 
against the unwarranted extension of credit. The Banking Acts of 
1933 and 1935 strengthened considerably the authority of the Board 
of Governors over the member banks. 

Effectiveness of Federal Reserve Controls. Whether or not the 
control powers at the disposal of the Board of Governors can actually 
be used in such a way as to induce businessmen to expand their pro- 
W. R. Burgess, The Reserve Banks and the Money Market, p. 239. 
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duction when the welfare of society requires expansion, is an open 
question. The fact is that enterprisers are ordinarily moved to greater 
activity only by the prospect of profits, and the ability to borrow 
money at an abnoiinally low rate of interest may prove to be an 
insufficient incentive if the general business outlook is unfavorable. 
It does seem probable, however, that the powers now held by the 
Board should enable this group of officials, if they apply the controls 
with courage and wisdom, to do much to prevent an undue expansion 
of credit in what might be thought of as a relatively normal situation. 

However, the conditions that existed during World War II were 
anything but normal, so far as the volume of credit was concerned. 
The costs of the war were met largely by the sale of government 
bonds, not only to individuals and business concerns but also to the 
banks, which paid for them by establishing deposits to the credit of 
the government. Since these deposits were used by the government 
for paying its bills, they brought huge quantities of purchasing power 
into the hands of individuals and firms from whom the government 
bought commodities and services, and this increase tended to raise 
general prices, for reasons which will be made clear in the following 
chapter. In that chapter, also, we shall note the measures of direct 
price control which were adopted for holding prices in check under 
conditions so highly abnormal as to render ineflfectual the indirect 
controls of the Board of Governors, which we have described above. 

Some Shortcomings of American Centralized Banking. Ac- 
cording to Montague Norman, Governor of the Bank of England, a 
central bank should ‘'have the sole right of note issue; it should be 
the channel— and the sole channel— for the output and intake of legal 
tender currency. ... It would further be the duty of a central bank 
to effect, as far as it could, suitable contraction and suitable expansion 
of credit, in addition to aiming generally at stability. . . . When 
necessary, it would be the ultimate source from which emergency 
credit might be obtained in the form of rediscounting of approved 
bills, or advances on approved short securities, or government paper.’^ 
The concentration of these various functions in a single body, such as 
the Board of Governors, would appear to be essential to the operation 
of a satisfactory policy of credit control. Centralization of this kind, a 
reduction in the number of banks in the country, compulsoiy mem- 
bership in the Federal Reserve System, the prolubition of real-estate 
loans by commercial banks, and the development of the notion that 
banking is an important public service, are among the refoims tliat 
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must be efifected before we have in the United States a system of 
centralized banking that is comparable, in so far as service and safety 
are concerned, to the central banking systems of England and certain 
other countries. 


1. What two specific objectives led to the inauguration of the Federal 
Reserve System? 

2. What is a Federal Reserve bank, and where are the Reserve banks 
located? 

3. What is the significance of the statement that Federal Reserve 
banks are ‘'bankers’ banks”? 

4. Explain the suggestion that Federal Reserve banks are “semi- 
private, semi-pubHc institutions.” 

5. What is a member bank, and how does a bank secure membership 
in the Federal Reserve System? 

6. By whom are the Reserve banks owned, and by whom controlled? 

7. To what extent are the commercial banking agencies of the country 
allied with the Federal Reserve System? Be specific. 

8. Describe the organization of the Board of Governors of the Federal 
Reserve System, and enumerate and explain its powers. 

9. What changes were made in the handling of bank reserves through 
the provisions of the Federal Reserve Act? What are the present 
reserve requirements for demand deposits and time deposits? 

10. What was the purpose of changing the legal reserve requirements? 

11. Give some idea of the number and extent of bank failures in 
1930-32. To what extent did these failures relate to non-member 
banks? 

12. Discuss the federal guaranty of bank deposits. 

13. Why is there need for elasticity of credit in the banking system of 
the United States? 

14. State concisely the nature of the process of rediscounting. 

15. Describe the rediscounting process when used for increasing legal 
reserves. 

16. What are Federal Reserve notes? 

17. What function are these notes supposed to perform? 

18. How does the plan of issuance of these notes facilitate the per- 
formance of this function? 

19. Describe in detail the method of providing a larger degree of 
elasticity of credit by expanding and contracting the issue of Federal 
Reserve notes. 

20. In what respects, if at all, is the issuance of Federal Reserve notes 
superior to that of national bank notes in meeting the needs of a 
complicated industrial society? 

21. How may the issuance of Federal Reserve notes be used advan- 
tageously in stopping a bank run? 

22. Why is there need for central control of credit? 
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23. What are the methods of credit control employed by the Board of 
Governors of the Federal Reserve System? 

24. In what way might financial powers granted the President of the 
United States and the Secretary of the Treasury interfere with the 
proper functioning of the Board of Governors in its attempt to put 
into effect a consistent policy of credit control? 
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of 100 per cent. The percentages for the other two years are arrived 
at by comparing the aggregate prices of those years with the aggre- 
gate for 1926. Dividing the aggregate for 1920 ($1.79) by the 
aggregate for 1926 ($1.55), and multiplying by 100, we get the 
index number of 115 for 1920. In like manner we arrive at an index 
of 128 for 1947. The index number for 1926, the base year, is, of 
course, 100. 

Table 13. Consteijction of Unweighted Index Numbers 

Tlie aggregate of tlie 1926 wholesale prices of five commodities being used as a base^ 
the “relatives” (or percentages) for 1920 and 1947 are computed by dividing the 
aggregates of the latter years by the aggregate of the base year, and multiplying by 100. 
The results are the unweighted index numbers for these years. The method is calledi 
the “relative of aggregates.” 

Prices per Unit 


mmuui wca 

1926 

1920 

1947 

. 

Butter (per pound) 
Eggs (per dozen)... 
Coffee (per pound) , 
Lead (per pound) . . 
Cotton (per pound) 


.4 

.3 

1 

.0 

!; .1 


.67 

.48 

.15 

.09 

! .40 

.68 

.64 

.24 

.15 

.38 

Aggregate Prices. . . 


$1.S6 

$1.79 

$1.99 

Unweighted Index 


115 

128 


Weighted and Unweighted Index Numbers. These three in- 
dex numbers are "unweighted”; that is, the five cx>mmodities that 
we have used have affected the total index number in proportion to 
their prices per unit, and not in proportion to their relative impor- 
tance in the total volume of the country’s trade. But some items enter 
much more extensively into trade than others, and the large sales; 
of such goods entitle them to special consideration in the construc- 
tion of indexes. Consequently, it is now the custom to "weight” index; 
numbers, multiplying the price of each commodity by a number 
indicating its relative importance in total trade, so that the part: 
played by each item in influencing the final index number is deter- 
mined by the quantity of that commodity that is bought and sold.. 

If we assume that the sales of butter, eggs, coffee, lead, and cotton: 
amount to 20,000, 30,000, 10,000, 5,000, and 20,000 units, respectively,, 
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W6 may compute weighted index numbers which reflect more ac- 
curately than unweighted indexes the changes that have taken place 
in general purchasing power. These revised index numbers, as is 
shown in Table 14, are 100 for 1926, 140 for 1920, and 150 for 1947. 

There are many series of price indexes in this country that have 
been constructed with care and are being kept up to date. The late 
Professor Irving Fisher, of Yale University, used to publish a weekly 
commodity index based on 120 items. Carl Snyder, of the Federal 

Table 14. Constbuction op Weighted Index Numbers 

Tlie individual prices are multiplied by the quantities sold. An aggregate of these total 
prices is found for each year, and the index numbers are arrived at by dividing each of 
these aggregates by the aggregate for the base year, and multiplying by 100. The results 
are weighted index numbers. 


Commodities 

Units 

Sold 

Annually 

1926 

1920 

1947 

Unit 

Price 

Total 

Price 

Unit 

Price 

Total 

Price 

Unit 

Price 

Total 

Price 

Butter (per pound) 

20,000 

.40 

$ 8,000 

.67 

$13,400 

.68 

$13,600 

Eggs (per dozen) 

30,000 

.30 

9,000 

.48 

14,400 

.54 

16,200 

Coffee (per pound) .... 

10,000 

.58 

5,800 

.15 

1,500 

.24 

2,400 

Lead (per pound) 

5,000 

.08 

400 

.09 

450 

.15 

750 

Cotton (per pound) 

20,000 

.19 

3,800 

.40 

8,000 

.38 

7,600 

Aggregate Prices 

. 

1 


$27,000 


$37,750 


$40,550 

Weighted Indexes 



100 


140 


150 


Reserve Bank of New York, for many years published a general 
index in which were included not only wholesale and retail com- 
modities, but many other items. The United States Bureau of Labor 
Statistics computes a cost of living index, month by month. One of 
the best indexes of wholesale commodity prices is that published by 
this government Bureau. 

Snyder's General Price Index. As we have noted, Carl Snyder’s 
index of general prices included a wide variety of items. It was, in- 
deed, an index of indexes, for Dr. Snyder computed his index num- 
bers from twelve separate indexes compiled by government bureaus, 
the Federal Reserve Bank of New York, and several other agencies. 
The twelve types of prices that went into the making of this general 
index were security prices, composite wages, retail food prices. 
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prices of equipment and machinery, farm prices at the farm, auto- 
mobile prices, wholesale hardware prices, rents, realty values, other 
cost of living items, transportation costs, and industrial commodity' 
prices at wholesale. Because it included so wide a variety of items, 
this general price index has often been used for calculating the 
purchasing power of money, but only up to and including the year 
1939, for this index was discontinued in 1940. 

Wholesale Commodity Price Index of the Bureau of Labor 
Statistics. We must take time to describe briefly the index of 
wholesale commodity prices to which we referred above. For many 
years the Bureau of Labor Statistics has compiled, month by montl^ 
an index of commodity prices, which is of importance not only be- 
cause it is constructed with great care from a great many commodity 
prices, but also because it is cited so often in current newspaper 
and magazine articles. Probably no other index of prices is so widely 
used. It is now made up of the wholesale prices of over 800 com- 
modities; and these commodities include farm products, foods, hides 
and leather products, textiles, fuel and lighting, metal and metal 
products, building materials, chemicals and drugs, house furnishings, 
and miscellaneous goods. The base year of the index has been 
changed from time to time as the Bureau has deemed desirable. 
At present^ .^^is the year on which the index is based. 

The number of items entering into an index is not a matter of 
hard and fast rule. Some indexes include many items and others 
relatively few, but the exact number appears to be much less im- 
portant than the exercise of care in choosing representative samples. 
Professor Fisher, who wrote widely on the subject, felt that an index 
that did not include more than 20 items was seldom of much value. 
He regarded 50 items as a much more satisfactory number. *'After 
50, the improvement obtained from increasing the number of com- 
modities is gradual and it is doubtful if the gain from increasing the 
number beyond 200 is ordinarily worth the extra trouble and ex- 
pense,” according to this authority.^ 

The index of the Bureau of Labor Statistics goes back as far as 
1890, but the figures for years prior to 1926 are based on fewer com- 
modities than are the figures since 1926; however, to quote an ofScial 
statement of the Bureau, “they may be considered comparable for 

1 Irving Fisher, The Making of Index Numbers, Boston, Houghton Mifflin 
Company, 1927, 3rd ed., p. 340. 
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Table 15. Indexes op Cost of Living, Purchasing 
Power op the Dollar, and Wholesale Commodity 
Prices, 1913 to 1948® 


Year 

Cost of 
Living 
Index 

Index of 
Purchasing 
Power 

Wholesale 

Commodity 

Index 

1913 

70.7 

141.4 

j 70 

1914 

7L8 

139.3 

68 

1915 

72.5 

137.9 

69 

1916 

77.9 

128.4 

85 

1917 

91.6 

109.2 

117 

1918 

107.5 

93.0 

131 

1919 

124.5 

80.3 

139 

1920 

143.2 

69.8 

154 

1921 

127.7 

78.3 

98 

1922 

119.7 

83.6 

97 

1923 

121.9 

82.0 

101 

1924 

122.2 

81.8 

98 

ms 

125.4 

79.7 

103 

1926 

126.4 

79.1 

100 

1927 

124.0 

80.6 

95 

1928 

122.6 

81.6 j 

98 

1929 

122.5 

81.6 

96 

1930 

119.4 

83.8 

86 

1931 

108.7 

92.0 

73 

1932 

97.6 

102.5 

65 

1933 

92.4 

108.2 

66 

1934 

95.7 

104.5 

75 

1935 

98.1 

101.9 

80 

1936 

99.1 

100.9 

81 

1937 

102.7 

97 4 

86 

1938 

100.8 

99,2 

79 

1939 

99.4 

100.6 

77 

1940 

100.2 

99.8 

79 

1941 

105.2 

95.1 

87 

1942 

116.5 

85.8 

99 

1943 

123.6 

80.9 

103 

1944 

1945 

125.5 

128.4 

79.7 

77.9 

104 

106 

1946 

1947 

1948 (June) 

139.3 

159.0 

172.0 

71.8 

62.9 

58.1 

121 

152 

166 


. ' L. 1 
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Cost of Living Index. The cost of living index of the Bureau of 
Labor Statistics is based upon the prices of commodities and services 
purchased by 'wage earners and lower-salaried workers in thirtv-four 
large cities of the United States. The prices of food, rent, clothing, 
house furnishings, fuel, hght, and miscellaneous items <ro into the 
making of this index. It is, therefore, the best index we have of the 
prices of the kinds of goods for which most of the money income 
of most of the people of the United States is cuiTently spent The 
base used, is the average prices of these goods during the five-year 
period -i935 -to-19S9, inclusive. This cost of living index has been 
computed for all years as far back as 1913. In several of our illus- 
trations we shall treat this index as though it included all prices, and 
as if it were therefore an index of general prices or the price level 

The Cost of Living and Purchasing Power. In Table 15 are 
given the index numbers of the cost of living (or price level), of the 
purchasing power of the dollar, and of wholesale commodity prices 
for the years 1913 to 1948, inclusive. A comparison of Columns 1 
and 2 shows that when the cost of living index is high the index 
of purchasing power is low, and vice versa. This is necessarily the 
case, since the index of 'purchasing power is obtained by dividing 
the piice index of the base year (in the present instance, the average 
for 1935-39, which happens to be approximately the same as for tL 
year 1940) by that of another year, and multiplying by 100. We 
see, then, that a United States dollar in 1913 bought 141 per cent 
as much as in 1940; but in June, 1948, it bought only 58 per cent as 
much as in 1940. Therefore, the purchasing power of the dollar was 
great in 1913, but small in 1948; and the price level was low (71) in 
1913, and high (172) in 1948. 

Curves of Index Numbers. The cost of living index and the 
index of purchasing power for 1913 to 1947, inclusive, are plotted in 
Fig. 10, so that the changes from year to year may be noted readily. 

The horizontal line opposite the index number 100 shows the 
kind of price curve we would have had, had there been no changes 
in prices during the period in question. The curve indicating the 
price level that actually prevailed in these years shows that from 
1913 to 1916 prices were fairly stable; that there was a sharp advance 
from 1916 to 1920, then a sudden fall to 1922; that from 1923 to 
1930 prices were again fairly stable, though on a much higher 
level than between 1913 and 1916; and that after 1930 there was a 
steady decline to 1933, followed by a slight upturn in 1934 which 
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continued to 1937 but declined for two years thereafter, only to rise 
sharply from 1940 to 1947 in response to the stimulus of World War 
11 and the shortages of goods in the post-war period. The peak of 
prices for this thirty-five-year period was reached in 1947, with the 
price level even higher than in 1920, a year in which prices were twice 
as high as before World War I— so high, indeed, that the purchasing 
power of the dollar was only 45 per cent as great in March, 1947, as 
in 1913. 



Fig. 10. Cost of Living and Pubchasing Power of the Dollar, 1913-1947. 

Changes in the Value of Money, We have noted that the index 
of purchasing power of the dollar varies inversely with the price 
level index. Whenever the latter is higher than 100, the foimer is 
lower than 100. This fact is shown graphically in Fig. 10. Every 
advance in the price index indicates a decline in the value of money, 
and vice versa. In 1947, for example, when the cost of living index 
was 159, the index of purchasing power was 63. This means that the 
value of the dollar was less than two-thirds as great in 1947 as in 1940. 
The index of purchasing power, then, is also an index of the value of 
money. 

Possible Causes of Changes in Price Levels 

Our reference to money in the preceding paragraph suggests 
that money may have something to do with changes in price levels. 
This relationship between money and prices is set forth in the 
Quantity Theory of Money. The theory states that general prices 
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tend to vary directly with, the quantity of money—or, as some quantity 
theorists say, with the quantity of money and credit-in circulation. 
This means that if the quantity of money is increased, other things 
remaining unchanged, the price level will rise; and if the quantity of 
money is decreased, other things remaining unchanged, the price 
level will decline. 

The Equation of Exchange. The ‘^other things’’ to which we 
have referred are (1) the velocity of circulation of money, and (2) 
the volume of trade. The velocity of circulation refers to the 'rate of 
turnover” of money, or the number of times that it is used in a 
given period. We saw in an earlier chapter that money may have a 
turnover of twenty-five or thirty times a year; that is, the same dollar 
may be used in twenty-five or thirty purchases in a twelve-month 
period. The volume of trade relates to the total number of exchanges 
that take place in a given time; of course, an exchange is made 
every time a thing is bought or sold. With these facts in mind, we 
may set down a formula, known as the 'equation of exchange,’' 
from which we shall exclude "credit” for the present, but include it 
later We assume for the moment, then, that all goods are paid for 
with money. The equation of exchange, under these simple condi- 

MV 

tions, would be stated thus: P = In this formula, P relates to 

the price level, M to the quantity of money, V to the velocity of 
circulation (or turnover) of money, and T to the volume of trade. 
We have already noted that money is desired ordinarily not for its 
own sake, but for its usefulness in securing economic goods. Since 
tliis is true, it is probable that all the goods offered for sale wiU * 
exchange for all of the money that is available, since purchasers, in 
their desire to secure goods, will bid higher and yet higher prices 
for the goods they wish, until the limited quantity of money prevents 
further bids. 

Our equation of exchange is merely a convenient way of express- 
ing this fact, and what it says in effect is that, for a given period of 
time, prices in general are determined by the relationship between 
MV and T. It will be apparent, therefore, that any change in M or 
V, without a corresponding change in T, will cause a change in P. 
If, for example, the quantity of money (M) should increase, the 
other factors remaining constant, the price level will rise. An in- 
crease in the velocity of circulation (V), without change in the other 
factors, will have a similar effect. And if the volume of trade (T) 
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should increase, without a corresponding change in either the quan- 
tity of money or the velocity of circulation (or both), the price 
level wiU experience a decline. It is evident, then, that there is a 
relationship among these three factors, and that a change in any- 
one, without some offsetting change in either one or both of the 
others, is bound to affect the price level. As Professor Cassel puts 
it, “The existing quantity of money must involve a definite per- 
formance of payments, to which the level of prices is obliged to 
adjust itself.” Ij' 

Examples of the Equation of Exchange. The possible effects 
upon the price le\'el of changes in the quantity of money in cir- 
culation, the velocity of circulation, or the volume of trade, may be 
illustrated by several examples. Let us assume, to make our con- 
ditions very simple, that the total amount of money in circulation 
is $5000; the velocity of circulation is 30; and the total trade is 
150,000 “goods units,” every goods unit being exactly like every 
other, and each consisting of 1/150,000 of the total quantity of 
every kind of economic goods entering into trade during the period 
under consideration.^ Under these conditions, the price of a goods 
unit may be ascertained by recourse to our formula. Substituting 
the known quantities for M, V, and T, we have the following equa- 
$5000 X 30 

tion: P = — ~ — . The price of a goods unit, therefore, is $1.00. 
iDU,UuU 

Since a goods unit represents all kinds of goods, we may say that a 
unit of goods in general sells at this time for $1.00; and by giving 
to tliis amount an index number of 100, we may compare prices at 
other times with prices at this time, provided we have specific figures 
to substitute for the symbols in the equation of exchange. 

If we suppose, by way of illustration, that a year later the quantity 
of money was twice as great as in the above example, but that there 
had been no change in V or T, a simple calculation will show that 
the price of a goods unit would be $2.00, and the index number 200; 
and if the quantity of money were to fall to $2500, with no change 

2 The assumption involves the supposed division of the whole of every kind 
of economic goods tliat is sold (both commodities and services) into 150,000 
equal parts, and the combination of one fractional part of each of these items 
into a single unit, which we are calling a goods unit. Each goods unit would 
then consist of 1/150,000 of tlie total volume of trade, and would therefore rep- 
resent not only all items but also the proportion to which every item entered 
into trade. Readers who are familiar witli Professor Fisher s “goods dollar” or 
‘commodity dollar” will note here a family resemblance to that well-known 
concept. 
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taking place in the other factors, the price would necessarily drop to 
50 cents, and the index number to 50. ^ 

If M and T were to remain constant at $5000 and 150,000, re- 
spectively, while V (the velocity of circulation of money) changed 
from 30 to 15, we should again have a goods unit selling at 50 cents, 
and the index number of general prices would be 50. If M and V 
should remain constant, while T increased to (say) 300,000 units, 
then once more the price per goods unit would be 50 cents, and 
the index number of general prices would be 50. 

These simple calculations demonstrate that a change in P may 
be the result of a change in M, V, or T, or a combination of changes 
in these three factors of the equation. Because we assumed that the 
total volume of trade consisted of goods units, there can be no ques- 
tion that the prices about which we have been talking are general 
prices, or price levels. Since we took as a base the period in which 
a goods unit sold at $1.00, we were justified in placing the index 
number for that period at 100; and from this point it would foUow 
logmally that the index for the second period (with a goods unit 
selling at $2.00) would be 200, and the indexes for the remaining 
three periods must be 50. 

Credit in the Equation of Exchange. It is now necessary to 
make a modification in our equation of exchange as it has been de- 
scribed, since prices are affected not only by the quantity of money 
available for the purchase of goods, but by the quantity oi credit 
as well. Indeed, credit p^ys a much greater part than money in 
influencing the price level, since the quantity of deposit currency 
available for the purchase of economic goods of various kinds is 
several times as great as the quantity of money actually in circula- 
tion. The general nature of the equation, however, remains un- 
changed. All that need be done is to insert two new factors, M' for 
credit, and V' for the velocity of turnover of credit. The formula as 

. • . . MV j_ M'V' . - 

revised, is as follows: P=: — factors of this 

equation except P are known, this unknown factor (representing the 
price level) may be ascertained just as readily as in the simpler 
form of the equation. 

The Quantity Theory of Money. It is obvious, therefore, that 
the changes in the price level are brought about by changes in one 
or more of these several factors. Unfortunately, it is not possible to 
say with great exactness to what extent these factors do change from 
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time to time. It is the contention of a group known as the ‘quantity 
theorists” that the important changes in price levels result from 
changes in M and M', which are usually grouped together under 
the title, “circulating media.” It will be recalled that there is a rela- 
tionship, though not a very exact one, between money and credit, 
since credit, which exists chiefly in the form of deposit currency, is 
based upon money in the form of bank reserves; so that, within 
certain rather wide limits, the quantity of credit is fixed by the 
quantity of money. 

The quantity theorists believe that changes in the velocity of circu- 
lation are not of sufficient importance to affect the price level 
greatly; that is to say, they are of the opinion that fluctuations in 
the velocity of circulation do not prevent the dollar from being em- 
ployed just about as many times in one year as in another, over long 
periods of time. Though they admit that the total volume of trade 
changes somewhat from time tO' time, they argue that fluctuations 
in T would not account for the great changes in price levels that 
have sometimes taken place. As for M and M' (money and credit), 
there can be no doubt that these items have fluctuated very greatly 
at times. The fact that their increases and decreases have coincided 
rather closely with increases and decreases, respectively, in price 
levels, seems to indicate that the quantity theorists may have some 
justification for believing that money and credit are by all odds the 
most significant factoi's in bringing about these fluctuations in gen- 
eral prices. 

Historical Verification of the Quantity Theory. An examina- 
tion of conditions that existed between 1913 and 1920, a period 
during which general prices in the United States almost doubled, 
tends to corroborate the theory that money and credit are the most 
important influences in effecting changes in price levels. Table 15 
shows that the price level index rose from 71 in 1913 to 143 in 1920. 
If the total volume of trade had been smaller in 1920 than in 1913, 
part, at least, of this increase in prices might be attributable to T. 
But, as a matter of fact, production and exchange actually increased 
in the period under discussion. Almost nothing can be said with 
assurance about V and V' during these seven years, but it seems 
probable that they were not responsible to any appreciable extent 
for the tremendous increase in general prices. 

When we examine M and M', however, we discover increases in 
the quantities of these factors that suggest very strongly that the 
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high price level of 1920 may properly be charged up to them. The 
concrete facts about money and credit in the period under discus- 
sion are these: In 1913 the total amount of money in the United 
States was less than $4,000,000,000, but by 1920 it was more than 
$8,000,000,000. The amount of increase, to be exact, was 116 per 
cent. This increase was due largely to shipments of gold from Europe 
to the United States. Credit in the form of bank deposits experienced 
an increase of 152 per cent from 1913 to 1920, jumping from less 
than $9,000,000,000 to approximately $22,000,000,000. Another in- 
crease in M' resulted from an extension of credit due to the redis- 
counting of commercial paper, and to a large volume of loans made 
on government bonds by the Federal Reserve banks. Finally, some 
$16,000,000,000 worth of war bonds had been issued up to 1920, and 
these in many cases circulated almost as freely as money, dius 
increasing greatly the total quantity of circulating media. 

With these facts before us, it is not difficult to believe that M and 
M' were largely responsible for the extremely high price level of 
1920, as compared with the level of 1913. Another evidence of the 
influence of M and M' upon price levels is to be found in the gradual 
increase in general prices from 1900 to 1913. During this period 
there was a steady increase in both money and credit, resulting from 
the increased production of gold that had its beginning in the latter 
years of the nineteenth century. Finally, an examination of money 
and bank deposits for 1929 and 1933 shows an increase of about a 
half billion dollars in the quantity of money during this period, but 
& decrease of eight biUions in the volume of demand deposits. This 
substantial net decrease in total circulating media in the United 
States was accompanied by a decline in prices from 122 to 92. To 
quantity theorists the concun-ent decline in the price level and the 
volume of circulating media appears to suggest a casual relationship 
between the two, and to provide further confirmation of the sound- 
ness of the quantity theory of money.^ , 

However, what we have said about high general prices going 
hand in hand with a large total volume of circulating media, and 
low general prices with a small total volume of circulating media, 
must not be thought to constitute conclusive proof that the volume 

® Later in the chapter we shall note the concern that was caused by the 
enormous volume of liquid assets (some 225 billion dollars’ worth, as of Feb- 
ruary, 1946) that accumulated in the active and post-war period of World 
Warn. 
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of money and credit is the cause^ and the piice level, high or low, 
the Indeed, there are a good many economists of high stand- 
ing who believe that the opposite is true, and that changes in the 
total volume of circulating media may be the result of changes in 
general prices-that it is changes in P which lead to changes in M 
and M', and not the reverse. But it is safe to say that there are few, 
if any, who would deny that the general level of prices, P, is affected 
by changes in M and M', provided all other factors in the equation 
of exchange remain fixed. 

Effects of Fluctuations in Price Levels 

We may now examine briefly some of the results of changes in 
general prices. It should be remembered, first of all, that, barring 
transitional effects, it matters little whether prices are high or low. 
The equation of exchange shows that all goods entering into trade 
will exchange for all the money and credit in circulation. If, there- 
fore, the quantity of circulating media of one period were double 
that of another period, with trade and velocity of circulation re- 
maining unchanged, the price level would be just twice as high as it 
had been. Doubling the amount of circulating media, then, means a 
doubling of general prices, if V, V', and T have not been affected; 
and it means also that a given standard of living now costs approxi- 
mately $6000 instead of $3000, or $20,000 instead of $10,000. 

But if this new price level should remain unchanged for a con- 
siderable length of time, wages and other forms of payment would 
also tend to be twice as high as they had been. We would then give 
twice as many dollars (or ‘"counters”) for a given amount of goods 
as were required to make the purchase prior to the increase in gen- 
eral prices; but no hardship would ensue, since wages and salaries 
would also consist of twice as many dollars (or counters) as had 
been received before the rise in prices took place. We see, then, 
that it is the transitional effects— the results of sudden and extensive 
price fluctuations— which cause the trouble that is experienced on 
account of changes in price levels. High prices and low prices are 
equally harmless, if only one or the other, once adopted, will “stay 
put. But changes in price levels may result in genuine hardship 
for some and unearned gains for others. 

The Hazards of Long-Time Credit. These gains and losses are 
likely to occur whenever there is an extension of credit over a period 
of years during which changes in the price level occur. In lending 
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Dr borrowing money, it is really purchasing power which js loaiied 
or borrowed. If a business man had borrowed $1000 in 1940 and 
repaid the loan in 1947, the purchasing power returned to the creditor 
would have been approximately 63 per cent of the amount received 
in 1940, and the creditor would have been the loser by $370. If, on 
the other hand, this loan had been made in 1920 and returned in 
1928, the borrower would have returned to the creditor $1169 in 
purchasing power, instead of the original $1000 borrowed, because 
of the decline in general prices. And if he had waited until 1933 
to return the loan, he would have paid back $1000 in money but 
more than one and one-half times as much purchasing power as he 
borrowed, since the $1000 in 1933 would have bought about as much 
economic goods as $1550 in 1920. 

These simple illustrations show that debtors gain by paying their 
obligations when prices are high, and lose by paying when prices 
are low. Business men are borrowing all the time, sometimes to meet 
current expenses and again to make additions to equipment. Changes 
in price levels may have serious consequences to such persons if 
they happen to borrow when prices are high in order to make im- 
provements, for, as we have seen above, they may have to repay 
the loans when prices are low, and this means that they must pay 
back more purchasing power than they received. Hence, creditors 
gain by reason of declines in the price level, provided the fall in 
prices does not make it impossible for the debtors to make payment. 
This proviso is important, for sudden and great fluctuations in price 
levels may make it impossible for debtors to meet their obligations, 
and force them into bankruptcy. In such event the creditors are, of 
course, far worse off than if the price level had remained unchanged, 
or had even risen so as to make the repayment of loans easy, in the 
manner described in the preceding paragraph. 

The Problem of Fixed Money Income. Sharp rises in price 
levels also have serious effects upon persons living on incomes from 
fixed money obligations. We may take the example of a retired busi- 
ness man living in 1913 on an annunity of $6000. With prices as they 
were at that time, he could live quite comfortably on this amount. 
But in 1920 the same $6000 would buy only as much economic 
goods as he could have bought in 1913 for $2961, and his standard 
of living would have dropped accordingly. However, if he was still 
alive in 1933, he found that much of his lost purchasing power had 
come back. For his $6000 in 1933 had 55 per cent more purchasing 
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power than in 1920, since the index of purchasing power for 1933 
was 108, as against 70 for the earlier year. This illustration could be 
extended to include all persons living on annuities, pensions, insur- 
ance benefits, or interest from bonds; all institutions (such as col- 
leges) operating largely on endowments; and, to a somewhat lesser 
degree, salaried workers as contrasted with wage earners. 

The Plight of the Salaried Worker. The term ''salaried worker” 
refers here to types of wage earners whose incomes are on an annual 
or monthly, and not upon a weekly basis. This classification includes, 
of course, teachers, preachers, government employees, office workers, 
and a host of others. The important fact about the incomes of these 
persons is that, while salaries may change somewhat to meet changes 
in price levels, they almost invariably change very slowly. There is, 
for example, the case of the college teacher who in 1940 was receiv- 
ing a salary of $3000. This was a modest income, but with strict 
economy he was able to make ends meet. By 1947 his salary had 
increased to $3500; but because of the increased prices that then 
prevailed he could buy with the larger salary only as much as $2240 
would have bought him in 1940. This is a typical example of the 
difficulties in which salaried workers find themselves in a period of 
rapidly increasing prices. 

The Case of the Wage Earner. Skilled artisans and common 
laborers are usually referred to as "wage earners,” to distinguish them 
from salaried workers. The wage earner is often, though not always, 
paid on a weekly basis, and the income he receives is the result of 
frequent bargainings. In many instances, wage earners belong to 
trade unions, and wage agreements are drawn up by officials of the 
unions every year or two, or as often as every six months. As a con- 
sequence of these frequent bargainings over wages (which take 
place with unorganized workers also), the earnings of wage earners 
are more likely than those of salaried employees to keep pace with 
rising prices. Nevertheless, it is a fact, as may be seen by an examina- 
tion of statistics, that increases in wages usually lag behind rises 
in prices. A wage agreement continues in effect, let us say, for six 
months; but during the six-month period prices may increase ma- 
terially, and thus cause the wage earner to lose out to some extent so 
far as purchasing power is concerned. The point is expressed in the 
saying. Prices take the elevator, while wages climb the stairs.” 

It should be noted, however, that the money incomes of certain 
classes of wage earners may at times rise faster than the cost of 
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living in periods of rising price levels. Government figures show that 
the cost of living in the United States as a whole rose only 7 per 
cent between August, 1939, and June, 1941, but the average weekly 
earnings of workers in ninety manufacturing industries increased 
30 per cent in this period. These larger money wages are accounted 
for by greater regularity of employment, an increase in the length 
of the working week, by some workers "moving up from lower to 
higher paying positions as the defense industries called for increas- 
ing numbers of skilled and semi-skilled workers,” and by some in- 
creases in wage rates due to the greatly increased demand for labor 
in essential defense industries.^ We see, therefore, that— in many 
cases at least— these larger earnings do not represent increased in- 
comes for the same amount and the same grade of work. Moreover, 
the gains in real wages that come to some wage earners at the begin- 
ning of a period of rising prices may vanish fairly promptly, and 
even those who are thus specially favored are likely to lose out in 
the long run through the failure of their money wages even to keep 
pace with the mounting cost of living. 

The Effects of Falling Prices, Our attention has been centered 
chiefly upon the results of rising prices, because increases in prices 
have particularly serious effects upon persons of relatively small 
incomes. When prices fall, the effects are the reverse, of course. 
Purchasing power, which has shrunk during the upward course of 
prices, expands again when prices are on the downward trend. It 
might be supposed that a balance would be reached in this way, 
but, so far as a given individual is concerned, there is no assurance 
that he will regain through falling prices anything like as much as 
he has lost through a rise in the price level. And it should be ob- 
served that, though salaried employees and wage earners ordinarily 
gain in times of falling prices if they hold their jobs, the fact is that 
unemployment is often painfully extensive at such times, as was 
shown during the period of declining prices and increasing unem- 
ployment in the post-1929 depression. 

Business men who have goods to seU are usually gainers through 
advances in the price level, since their costs of production ordinarily 
do not increase so fast as the selling price of the finished product 
increases. As a consequence, business men sometimes welcome ris- 
ing prices, since they feel that the gains made on the upgrade will 

^C£. Meyer Jacobstein and Harold G. MovUton, Effects of the Defense Pro- 
gram on Prices, Wages, and Profits, Washington, Brookings Institution, 1941. 
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be greater than the losses that are incurred when prices again 
decline. This is a matter which we shall touch upon again in the next 
chapter. 

Proposed Solutions of the Problem of Price 
Level Changes 

Because of the disadvantages of price level changes, such as we 
have outlined, attempts have been made to discover a remedy for 
what many consider a serious economic disorder. In general, the 
proposals have been of two kinds. First, plans have been suggested 
for lessening the evil eflfects of price level changes without eliminat- 
ing the changes in price levels themselves; and, second, there have 
been proposals for stabilizing prices through the control of the cir- 
culating media ( M and M' ) . 

The “Market-Basket Plan.” One of the most interesting sug- 
gestions for avoiding the harmful effects of price changes is known 
as the "market-basket plan.” The Philadelphia Rapid Transit Com- 
pany used this plan for more than a decade to guarantee its employees 
a stable standard of living; but it was abandoned when this corpora- 
tion was reorganized as the Philadelphia Transportation Company. 
The plan was designed to keep wages and prices always on the same 
level. Since the price level could not be controlled by the Philadelphia 
Rapid Transit Company, this company did what appeared to be 
the next best thing; namely, it increased wages as the price level rose, 
and decreased them as the price level fell. 

The market-basket plan used an index number based on 184 arti- 
cles that were in suiEciently "general use to influence accurately the 
changes in the purchasing power of the employee’s dollar.” Among 
these items were "rent, shirts, stockings, nut coal, kerosene, brooms, 
sewing machines, pork chops, gas, tobacco, quinine pills and hair- 
cuts.” From time to time the articles used in making the index 
number were priced in the stores and markets patronized by P.R.T. 
employees. If, at the close of the year, prices were found to have 
varied as much as 5 per cent, the basic wage was changed to meet 
this variation. It was contemplated, therefore, that changes in wages 
would ordinarily be made only once a year; but a variation of 
10 per cent or more for a period of three months was met by a 
corresponding change in money wages. 

The purpose of the plan, as stated by the company, was "to assure 
to the employee and his family their present standard of living, in 



plan simply assured the employee that his standard of living would 
not be affected by such a force as fluctuating prices, which were 
wholly beyond his control. 

There would seem to be at least two possibilities of serious trouble 
in operating a plan of this kind. If prices, and consequently wages, 
took a pronounced drop (say, to the extent of 20 per cent), it would 
probably be difficult to convince the employees that they were not 
being imposed upon. For the average worker finds it hard to under- 
stand that $32 a week with a low price level means as much purchas- 
ing power as $40 a week when the price level is higher. And if prices 
rose greatly (say, to double their base level), though the employee 
would surely not object to receiving $80 a week in place of the 
usual $40, it would probably be diflBcult for the company to secure 
sufiicient revenue to enable it to advance wages to this extent. 

DiflSculties such as these were foreseen by tbe Philadelphia Rapid 
Transit Company when the plan was inaugurated, but the obstacle 
that finally emerged was of a somewhat different type. The decline 
in general prices that followed 1929 was accompanied by several 
P.R.T. wage cuts, based on their curve of falling prices, But in June, 
1932, it was necessary (because of greatly reduced revenue result- 
ing from the depression) to cut wages slightly below the point 
indicated by tfie price curve. In the face of this emergency, the 
market-basket plan was suspended temporarily. One year later, when 
both revenue and general prices had increased, the plan again went 
into active operation, with a rise in wages that brought the purchas- 
ing power of P.R.T. employees once more up to the level of pre- 
depression days, and continued to function until the company was 
reorganized. 

Multiple Standard of Deferred Payments. A second plan for 
avoiding evil effects of price changes, which we shall not be able to 
examine in detail, relates to long-term credits. It is called the Multiple 
or Tabular Standard of Deferred Payments, and is similar in general 
principle to the P.R.T. plan. The idea is that debtors, in meeting 
their obligations, should pay creditors not the number of dollars but 
the amount of purchasing power they have borrowed. If, under this 
plan, $1000 were borrowed in 1940 and repaid in 1947, the payment 
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would not consist of a mere $1000 (which would buy in 1947 only as 
much goods as $630 would have bought in 1940), but $1587 (which 
in 1947 would buy as much goods as $1000, the amount of money 
boiTOwed, would have bought in 1940) . 

Without going further into plans of this kind, it may be said that 
there would be numerous difficulties in the actual working out of 
such plans as we have reviewed. We have noted several of these 
difficulties. Still another is that of finding a thoroughly acceptable 
index for measuring price changes. It would appear that arrange- 
ments such as these are scarcely feasible so long as they are adopted 
by only a few persons or organizations. 

The ‘‘Stabilized Dollar.” Another attempt to solve the problem 
of changing prices is to stabilize prices through the control of the 
circulating media. One of the best-known plans of this type is usually 
refen*ed to as the “stabilized dollar” or “compensated gold dollar,” 
and has long been associated with the name of the late Professor 
Irving Fisher, 

We can give here only the barest outline of the plan. We have 
seen that a rise in prices means a fall in the value of gold, and vice 
versa. Professor Fisher wanted a dollar that would always buy the 
same amount of goods, and he proposed to get it by increasing or 
decreasing the amount of gold in the dollar as prices showed a tend- 
ency to rise or fall. 

The plan includes: 

1. A monthly index number. 

2. The removal of all gold from circulation, and the use of 
circulating media consisting only of gold certificates. 

3. A variation in the amount of gold that a “gold certificate” will 
command at the mint, this variation corresponding to general 
price changes. 

We may see how the plan would presumably work, by assuming 
that all money in circulation is represented by one dollar, and that 
the index number is 100, Now let us suppose that the index number 
rises to 110, This means, of course, that sellers of goods are no 
longer willing to exchange their products for the amount of gold 
contained in a dollar, but demand the amount of gold contained in 
$1.10, Since gold is thus actually less valuable than it has been, a 
gold certificate called a “dollar” should command more actual gold 
than it formerly did. Professor Fisher s plan would make this literally 
true; the gold certificate presented at the mint when the index num- 
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ber is 110 would in fact command 10 per cent more gold than it 
commanded when the index number was 100. 

And now, since the gold certificate does exchange at the mint for 
the amount of gold demanded by seUers for their goods, namely, 110 
per cent of the former amount, it will readily exchange for the same 
amount of goods as before the rise in the index number took place; 
for sellers are now getting in each gold certificate the amount of 
gold they are demanding. In this way prices would forever remain 
unchanged, as expressed in gold certificates; or, more correctly, 
prices would always tend to fluctuate narrowly about the index 
number of 100. 

Control of Credit by the Federal Reserve System. The most 
serious objection that has been raised to Professor Fisher’s “stabil- 
ized dollar” is based upon the fact that most business today is 
transacted with credit and not with gold. While there is a relationship 
; between the volume of credit and the quantity of gold, because of 

I the existence of gold reserves on the strength of which credit is so 

largely issued, this relationship, according to some economists, is not 
sufficiently close to bring about the results that Professor Fisher 
predicted. 

: Consequently, it has been proposed by many students of the prob- 

lem that prices be stabilized through the control of credit by the 
Board of Governors of the Federal Reserve System. Since at least 90 
per cent of the business of the country is conducted on the basis of 
credit, this seems to be a logical spot for attack. Much of this credit, 
as was explained in earlier chapters, is extended through the redis- 
counting process provided by the Reserve System, which permits 
! member banks to expand their credit by giving commercial paper 
; as security. 

t We have seen also that the Federal Reserve System can encourage 

or discourage the rediscounting of commercial paper by lowering or 

raising the rediscount rate and in this way can control, to some extent 
at least, the amount of credit (or M') in circulation. If the price 
level shows a disposition to rise above what the Board of Governors 
regards as normal, an increase in the rediscount rate will tend to 
contract credit and bring the level down; and an increase in the 
reserves required by the Board against demand deposits •will have a 
similar effect. On the other hand, a decrease in the rediscount rate 
will have the effect of encouraging an extension of credit and thus 
bring about a rise in the price level. But this is not the whole story. 
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for, as we have already seen, the Board of Governors may encourage 
or discourage the extension of credit by member banks, by lowering 
or raising the legal reserve rates for demand deposits, and by en- 
gaging in open-market operations. 

Control of credit through the Board of Governors seems to offer 
the most thoroughgoing, and in some respects the best, plan that has 
yet been advocated for stabilizing the price level. But the task of 
controlling general prices through credit control would not be an 
easy one; on the contrary, it would involve the assumption of tre- 
mendous responsibility by the Board, and the necessity of meeting 
the objections of those whose individual interests would at times be 
threatened by measures adopted by the Board in protecting the 
interests of society in general. The level at which to stabilize would 
cause a terriffic amount of controversy, as is evident from the criticism 
that was directed at President Roosevelt s proposal in 1933 to raise 
general prices before trying to stabilize them. We have already 
spoken of the problem of arriving at an index that would win general 
approval. As for evidence of conflict between individual and public 
interest, and of pressure that certain groups would attempt to exert 
upon the Board, we have only to refer to 1928 and 1929, when every 
effort of the Board to curtail credit was denounced by one group or 
another as a move which would discourage business. 

Of course, the fact that a task is difficult of accomplishment is 
no adequate excuse for failing to undertake it, if the goal to be 
reached is really worth while. We are doing our best, in modern 
times, to lessen the uncertainties of life through such devices as 
insurance. The risks due to price fluctuations have been very great, 
and the consequences of general price changes have borne heavily 
upon many members of society. It would seem, then, that this ele- 
ment of hazard should, if possible, be eliminated— though this would 
mean the disappearance of a large part of business profits, which 
arise out of the uncertainties of economic life. That price fluctuations 
should be controlled was obviously the view of a group of Iowa 
bankers who, some years ago, passed the following resolution: "Tt is 
the self-evident duty of the [Board of Governors] to administer the 
Federal Reserve account in such a manner as will safeguard the 
nation from inflation and deflation in the future, and we heartily 
approve of sincere efforts being made to find and apply the best 
legislative method for safeguarding the purchasing power of money.” 
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Wartime Control of Prices. The abnormal conditions that pre^ 

vail when a nation is carrymg on or preparing for war are almost 
certain to lead to a sensational rise in the price level. The precipitate 
rise in general prices from 1914 to 1920, and the post-1940 increase 
that accompanied the all-out war effort against totalitarian agvres- 

sion, are cases in point. 

The mobilization of a great modem nation for war requires huge 
governmental purchases of goods to be used by its milftary, naval 
and air forces It is likely to meet these unusual expenditures, hi 
large part, by borrowing through the expansion of bank credit- and 
it may even find it necessary to issue paper money in large amounts. 
The consequence is an expansion of money or credit or both at a 
more rapid rate than the expansion of production. Business’ men 
borrow from banks so that they may expand greatly their purchases 
of raw materials, in anticipation of shortages or price increases. The 
fear of shortages and price increases may also cause consumers to 
spend their money incomes more promptly than usual and thus 
speed up the velocity of circulation. Moreover, the amount of these 
money incomes is larger than usual, for business men raise wages by 
competitive bidding for labor; and these wage increases add stiU 
further to the total quantity of circulating media. The whole situa- 
tion IS one in which there are many forces tending to push prices 
ever higher. r r 


Wartime conditions seem to call for strict measures of control if 
the price level is not to get out of hand. The ideal solution would be 
to finance the war by means of taxation. If, for example, the govern- 
ment needed $50,000,000,000 out of a $125,000,000,000 national in- 
come for war purposes, it would be desirable, in many respects, to 
reduce ordinary production by that amount, levying taxes that would 
convert 40 per cent of the nation’s production into the sinews of 
war. Since high taxes are always unpopular, it might be more 
expedient to adopt lower taxes and finance the war in part by means 
of enforced savings.® In this event, the government would take Over 
a portion of individual incomes, promising to return the amounts 
withheld after the emergency had passed. Yet another non-inflation- 
ary method of raising war funds is by selling bonds, provided of 
course they are paid for out of current (and not borrowed) income 
and are both non-exchangeable for economic goods and ineligible as 
a basis for making loans while the emergency lasts. 


®As proposed by the late Lord Keynes and others. 
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These methods of war finaneing have the special merit of trans- 
ferring purchasing power from individuals to the government, re- 
ducing ordinary consumption by an amount equal to the increase in 
war consumption^ and discouraging an expansion in the total volume 
of circulating media. If they were supplemented by the measures 
which the Board of Governors of the Federal Reserve System may 
employ in controlling the expansion of credit, and if the government 
abstained from the issuance of fiat money, it seems likely that the 
price level could be kept within reasonable bounds. Of course, the 
prices of some individual commodities (unless regulated by govern- 
ment) would rise in response to unusual conditions of supply and 
demand, the prices of war materials bought by the government 
might have to be set by governmental agencies to prevent them from 
skyrocketing, and rationing might be necessary to insure a fair 
distribution of certain scarce, essential goods among the populace. 
But the price level itself could probably be controlled suflaciently 
well to enable the country to avoid such grave injustices as have 
often been inflicted by the failure to control wartime prices.^ 

The fear of price inflation and its evil consequences led the Roose- 
velt administration to undertake to stabilize prices during World 
War 11. To this end a program of price-control was launched in 1942. 
Taxes were raised substantially (but less than many economists 
considered necessary), war bonds were sold in large quantities (but 
they were bonds on which redemption was promised, if demanded), 
and prices were fixed on most commodities and many services. The 
weaknesses of these measures are apparent. Though large funds 
were withdrawn from circulation by higher taxes and the sale of 
bonds, there still remained in the hands of would-be buyers enough 
purchasing power to raise the price level disastrously, if allowed 
to exchange for the reduced quantity of consumers’ goods and serv- 
ices that was available at competitive prices. 

The element of competitive bidding was removed, to a large extent, 
by the action of the OflBce of Price Administration in establishing 
"ceilings” which set, for most goods, the legal maximum price that 
could be charged. Also, rationing was applied to certain scarce com- 
modities, with the result that only limited quantities of these goods 
could be purchased. However, adjustments were made which per- 

6 This problem is treated clearly and concisely in G. O. Hardy, Wartime 
Control of Prices, Washington, Brookings Institution, 1940, which has been 
especially helpful in the preparation of this brief statement. 
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mitted price increases on certain commodities, and the wages of labor 
were not fully stabilized. If the prices of some products are allowed 
to rise, they will almost certainly raise the level of general prices. 
If any wages are allowed to rise, the costs of production will likewise 
rise, and producers will face bankruptcy unless they are allowed to 
raise the prices at which their commodities and services sell. But 
if they are pemiitted to do this, the price level will be forced up 
and this increase will, in turn, be made the basis for appeals for 
new wage advances. It is not surprising, then, that, despite a sub- 
stantial degree of direct control exercised over prices by the Office 
of Price Administration, the general price level crept up a dozen or 
so points between 1942, when fairly strict controls were first intro- 
duced, and 1946, when price control came to a virtual end through 
federal legislation and Presidential order. 

Post-War Price Control. As was to be expected, the surrender 
of Germany and Japan brought demands from a number of indus- 
trialists and several strong business associations that price controls 
be abolished as of June 30, 1946, the date of expiration of the law 
under which these wartime controls had been authorized. It was 
urged that, with the war successfully concluded, it was high time to 
remove all restraints to production and to the right to set prices at 
whatever figures the traffic would bear. The typical argument of 
these opponents of price control was the one widely publicized by 
the National Association of Manufacturers, suggesting that the re- 
moval of price controls would lead to a prompt increase in produc- 
tion, with prices ^adjusting themselves naturally— as they always do 
when production goes up— in line with the real worth of things. This 
is the way you can get the goods you want at prices you can afford 
to pay.” 

This prediction, in which relatively few academic economists con- 
curred, was apparently accepted by the Congress, which so greatly 
modified the price-control legislation that the President decided that 
it was unworkable, and in late 1946 removed all controls except those 
affecting rents and a very few commodities. It is now clear that goods 
did not ‘pour into the market” with sufficient speed and volume to 
prevent a rapid and substantial increase in general prices, which, by 
September, 1948, had reached the all-time ‘liigh” cost-of-living index 
of 174.5 (1935--1939 = 100) and gave no signs of subsiding. It had 
been the hope of many economists that price controls would be 
removed gradually, so that the country might avoid the “boom” of 
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inflation which has in the past always been followed by the ‘"bust” 
of depression. The extent of the price rise of 1946-48 and the subse- 
quent development of considerable ''buyer resistance” caused a good 
deal of anxiety even among those who had been most enthusiastic 
about the removal of O.P.A. controls, and who finally in some in- 
stances began to suspect that the soaring price level would indeed 
lead to depression, or at least to “recession.” 

Conclusion. We must not close this discussion without noting 
the fact that some extremely able financial experts doubt the desira- 
bility of attempting, in time of peace, to control the general price 
level (because of economic disturbances which might result from such 
an attempt) and, further, seriously question the ability of the Board 
of Governors, or similar agency, to bring about a stabilization of 
general prices. On these two points, then, the final word has not 
been written. We cannot undertake, within the limits of a single 
chapter, to examine further the first of these two points. As to the 
second, it seems unlikely that we shall know definitely whether stabil- 
ization can be effected by the Board of Governors until we have 
given this body specific authorization to make the attempt, over a 
period sufficiently long to provide a fair trial. This we have not yet 
done. 


1. Distinguish between individual prices and general prices. 

2. What is the purpose of price index numbers? 

3. How and why are price index numbers weighted? 

4. Distinguish between a general index and a wholesale commodity 
index. 

5. What type of index is the one compiled by the United States Bureau 
of Labor Statistics and referred to in the text? 

6. What is the relationship between a general price index and an index 
of purchasing power, such as those presented in Table 15? 

7. How did the purchasing power of the dollar in 1915, 1920, 1925, 
and 1933 compare with its purchasing power in 1926? 

8. Write the equation of exchange, and explain the significance of each 
factor in the equation. 

9. Demonstrate arithmetically that a doubling of the quantity of cir- 
culating media (other things remaining unchanged) will cause a 
doubling of the price level. 

7 ‘‘Even the National Association of Manufacturers, who had seen no dan- 
ger of a wild price rise when the N.A.M. was axing the O.P.A. to death, 
was now worried. N.A.M. President Earl Bunting gloomed: ‘If the constant 
upward winding of the spiral continues, you 11 see one of the most terrible 
busts this country has ever had.’” {Time, April 7, 1947, p. 85.) 
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How does the introduction of credit affect the equation of exchange? 
What is the Quantity Theory of Money? ^ 

What historical evidence have we that changes in M and M' may be 
responsible, in large measure, for changes in price levels? 

“High prices and low prices are equally harmless, if only one or the 
Other, once adopted, will stay put.’*" Explain. 

“Gains and losses are likely to occur whenever there is an extension 
of credit over a period of years.” Why? 

If a person borrows when prices are low and repays when prices are 
high, does he gain or lose by the change in price levels? 

What are the effects of price level changes upon persons who are 
dependent upon fixed money incomes? 

“Prices take the elevator while wages climb the stairs.” Explain, in 

connection with price levels. 

Is the wage earner or the salaried worker” the more favorably 
situated when general prices are rising? When they are falling? 

Are '‘business men” more likely to welcome rises or declines in gen- 
eral prices? Why? 

What was the specific purpose of the "market-basket plan”? 

Give a brief description of this plan. 

What difiiculties might arise in the operation of the market-basket 
plan in the event of extreme changes in prices, either upward or 
downward? 

What is the central idea of the Multiple Standard of Deferred Pay- 
ments? 

Outline Professor Fishers plan for stabilizing the dollar, and explain 
how, presumably, it would operate. 

What, if anything, could the Board of Governors of the Federal Re- 
serve System do to stabilize general prices? 

Compare price changes from 1913 to 1920 with changes from 1920 
to 1933. 

Why do changes in the purchasing power of money present special 
difficulties in wartime? 

Describe the measures adopted in the United States for the purpose 
of stabilizing the price level during the period of the second World 
War. 
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75 . The Business Cycle 


In OUT examination of the purchasing power of money ^ in the pre- 
ceding chapter, we saw that general prices sometimes imdergo 
extensive changes over a period of years. We shall see in the present 
chapter that there are similar fluctuations in business activity: In- 
deed, the two are not unrelated; but our present concern is not so 
much with price changes as with changes in economic activity. 
Changes of the type we shall discuss are usually called business 
cycles. 

The Nature of the Business Cycle 

‘"'Business cycles are a species of fluctuations in the economic activ- 
ities of organized communities. The adjective 'business’ restricts the 
concept to fluctuations in activities which are systematically con- 
ducted on a commercial basis. The noun ‘cycles’ bars out fluc- 
tuations which do not recur with a measure of regularity.”^ This 
statement by a well-known authority is a satisfactory definition of 
business cycles, but it does not profess, of course, to be a description 
of these economic fluctuations. The nature of business cycles may be 
explained most clearly through the use of a chart indicating changes 
in industrial production. 

A Chart of Business Activity. In Fig. 11 we have a graphic 
presentation of the business cycle as it is reflected in changes in the 
volume of industrial production.^ Production may be counted upon 
ordinarily to increase in volume from year to year because of the 
demands of increased population. This growth is shown in Fig. 11 
by a gradually rising broken line curve which shows that; on the 
whole, business activity has been increasing during the past thirty- 
five years. Had productive activities of the kinds here represented 

1 Wesley C. Mitchell, Business Cycles, New York, National Bureau of Eco- 
nomic Research, Inc., 1927, p. 468. 

2 Based on data of the Federal Reserve Board. 
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not experienced sharp fluctuations between 1913 and 1947, this trend 
curve would represent with a fair degree of accuracy the steady, 
continually growing volume of business transactions. 

But a smooth, slowly ascending curve does not picture truly the 
productive activity of 1913 and 1947, or of any other reasonably long 
period, for that matter. For experience shows that business activity 
fluctuates from the general trend, now greatly and again but slightly. 
The extensive fluctuations, as we have said, are called business cycles. 
Referring to our chart, we note that, during this thirty-five-year 



Fig. 11. The Business Cycle. 

This chart shows fluctuations in business from 1913 to 1947, as indicated by a 
curve based on indexes of industrial production for these years. 

period, industrial activity shifted a number of times from one side of 
the trend curve to the other. These are the shifts that constitute busi- 
ness cycles. History has repeated itself since the post-1929 business 
depression, for the curve of actual production (which in 1932 was 
below the trend curve) in 1943 again went well above this trend 
curve of production. 

Length of the Business Cycle. Fluctuations in productive ac- 
tivity are sometimes great and sometimes small. There may be, in a 
single year, a number of minor fluctuations that cannot readily be 
shown on a small chart. Changes of this kind are of relatively slight 
significance. The business cycle proper covers a longer period than 
a year, and such fluctuations in business activity are much greater 
than those of any single year. The word ‘cycle,'' which has been so 
widely adopted in designating this particular economic phenome- 
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non, suggests not only (as is stated in our definition) that the fluc- 
tuations recur with a measure of regularity but, further, that there 
is a return to a position of business activity previously occupied. 

Our chart shows, for example, that production was at a low ebb in 
1914. Then came a rise in activity which in two years took produc* 
tion above the trend curve. F ollowing this spurt of productivitv, there 
were several years of minor fluctuations, with a serious slump "in 1921 
from which business did not recover fully for almost two years. In 
this recovery, however, a new height of business activity was 
reached by the middle of 1923. Business was good from 1923 to 1929, 
with the exception of rather minor depressions in 1924 and 1927, 
which are indicated by the decline of the production curve in those 
years. The peak reached in 1929 represented a new “high” for pro- 
ductive activity in the United States, Close upon this banner year 
came the posM929 depression. The volume of production in 1932 
was only about one-half as great as in 1929, but it then proceeded to 
increase steadily, except for the year 1938, until it reached the all- 
time peak in the war year of 1943, after which it suffered a decline 
when the abnormal wartime demand for goods subsided. 

Thus we can see, without following further in detail the curve 
showing actual production during this thirty-five-year period, that 
the business cycle moves in wave-like motions. Not only does pro- 
duction tend to “come back” after it has suffered a recession, but the 
tendency is normally to strike a new high level of productive activ- 
ity. This new level, we may once more note, is attributable largely to 
growth in population, but in part also to increases in individual de- 
mand, which presumably represent improvements in standards of 
living. 

“Periods” of the Business Cycle. It is customary, in describing 
the business cycle, to refer to several well-defined periods or phases 
which appear to accompany these wave-like changes in business 
activity. They may be listed as follows; 

1. The period of prosperity. 

2. The period of liquidation. 

3. The period of depression. 

4. The period of recovery. 

We shall examine these periods briefly, describing the effects of 
each upon industrial activity, prices, employment, and other ele- 
ments that go to make up economic life. Table 16 is virtually an 
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outline of this description, since it gives in tabular form the char- 
acteristics by which the periods of the business cycle are marked. 

The Period of Prosperity. The period of prosperity is one of 
great industrial activity. Prices are high and stocks of goods, called 
forth by the inducement of high profits, are large. In the period of 
prosperity there is plenty of employment for workers, and wages 
are naturally high. Nevertheless, strikes are not unusual in this phase 
of the business cycle, since the workers, knowing that labor is rela- 
tively scarce and that business men are doing well, are likely to insist 
upon wage increases. Business failures, of course, are at a minimum. 


Table 16 . Chaeacteeistics of the Business Cycle 



Period of 
Prosperity 

Period of 
Liquidation 

Period of 
Depression 

Period of 
Recovery 

1. Industrial activity 

Maximum 

Decreasing 

1 Minimum 

Increasing 

2. Prices 

High 

Falling 

Low 

Rising 

3. Employment 

Maximum 

Decreasing 

Minimum 

Increasing 

4. Wages 

High 

Falling 

Low 

Rising 

5. Strikes 

Many 

Many 

Few 

Increasing 

6. Business failures 

Few 

Increasing 

Many 

Decreasing 

7. Bank deposits 

Large 

Decreasing 

Small 

Increasing 

8. Bank reserves 

Low 

Increasing 

High 

Decreasing 

9. Interest rates 

High 

Falling 

1 

Low 

Rising 


for this is a time when business men of even ordinary ability can 
make good profits.^ 

The items thus far mentioned relate to the manufacturing and 
commercial side of business, as contrasted with the financial side. So 
far as finances are concerned, there is a great expansion of bank credit 
during the period of prosperity. On this account, bank statements are 
frequently unsatisfactory; that is, they show small reserves, owing to 
the fact that banks have expanded credit greatly in response to the 
demands of business men. Because there has been a large expansion 
of credit and bank reserves are low, interest rates are usually high in 
the period of prosperity. 

The Period of Liquidation. The period of liquidation is very 
unlike the period of prosperity upon which it follows, sometimes with 
appalling suddenness. In this phase of the business cycle, industrial 
activity is definitely curtailed and on the downward trend. Stocks of 

^^But even in periods of prosperity, the number of business failures is star- 
tlingly high, as may be seen by reference to figures given in chap. 9. 
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goods that have piled up during the preceding period are larger than 
can be disposed of readily, and as a conse<^uence prices decline. For 
the same reason, and sometimes for other reasons which will be 
explained later, there is likely to be a good deal of unemployment 
Unemployment means falling wages, since it permits the employer 
to replace present workers with others at lower figures, if employees 
will not take wage reductions. Nevertheless, workers, in the effort to 
maintain their wage scales, are not unlikely to go on strike to resist 
wage decreases, so that strikes are numerous in this period. Business 
failures are, of course, much more common in times of liquidation 
than in times of prosperity, and over a considerable stretch of time 
they become increasingly numerous. This, of course, is as we should 
expect it to be, for the period of liquidation is “settling up” time, 
when concerns that cannot meet their obligations are forced into 
bankruptcy. 

Turning to the financial side of business, we find that bank credit 
is in process of contraction in periods of liquidation, since there is a 
tendency on the part of banks to call in their loans. This means in- 
creasingly larger reserves in the possession of the banks, so that bank 
statements are more satisfactory than in the period of prosperity. 
Because of the demands of business concerns for credit and the 
hesitancy shown by banks in extending credit at this time, interest 
rates are likely to be high, though in the process of falling. 

The Period of Depression. Following industrial crisis comes the 
period of depression, during which industrial activity is at its lowest 
ebb. Because there is a small demand for commodities, prices of 
goods also are at their lowest. Since the demand is so slight, mer- 
chants and manufacturers are able to fill orders from stocks of goods 
which have been held over from the previous periods, and these 
stocks are depleted but slowly. The absence of extensive orders and 
the existence of suflicient stocks on hand make it unnecessary to 
keep industrial plants running, and as a consequence there is much 
unemployment. 

Employers find it possible, during a period of depression, to force 
workers to take reductions in wages. Though there is a temptation 
to resort to strikes in order to resist wage reductions, the workers 
who have employment, realizing the weakness of their bargaining 
position and anxious to retain their jobs, usually accept whatever 
terms are offered by the employers; hence there are few strikes in 
time of depression. This is a most difficult period in which to conduct 
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business. Some of the less capable enterprisers are unable to survive 
tlris trying period, and business failures are numerous. 

Since business is simply marking time, there is little call for bank 
credit, and borrowings by business men are at a minimum. Former 
loans have been repaid, and bank statements are favorable, showing 
large reserves in relation to the amount of credit outstanding. The 
existence of these large reserves makes bankers eager to place loans, 
and this eagerness is manifested in low interest rates. But despite 
their willingness to use their resources profitably, the bankers often 
exercise in the period of depression an excess of caution with respect 
to eligibility of loans, which prevents borrowing by those who could 
use bank credit legitimately and advantageously. This undue caution 
is a hang-over from the period of liquidation, when banks have found 
it difiBcult and ofttimes impossible to collect the amounts due them. 

The Period of Recovery. Business depression fortunately can- 
not last forever, but gives way to a phase of the cycle known as the 
period of recovery. The wheels of industry begin to turn once more, 
in order to make goods necessitated by the depletion of stocks which 
have gradually been purchased even in time of depression. Increased 
demand brings with it a rise in prices, and the prospect of good prices 
leads to industrial activity which soon results in a fair-sized stock of 
goods. Unemployment begins to disappear, since mines, mills, and 
factories cannot be run without workers. Wages, which had been low 
in the preceding period, show an improvement; and wage earners, 
glad to find steady employment once more, manifest but little dis- 
position to call strikes at the outset of the period of recovery. How- 
ever, strikes increase in number as business continues to improve and 
workers seek to regain the wage losses suffered during the depression. 
Business failures are much less common than during a period of de- 
pression; the number of bankruptcies declines steadily in this and 
the following period. 

Now that business is improving, business men resume once more 
the practice of borrowing, and there is an increase in bank credit. 
This means, of course, that the expansion of credit by banks appears 
in bank statements, and the reserve percentages decline steadily as 
loans increase in volume. Since bankers now have plenty of oppor- 
tunities to lend out funds, there is no need to offer die inducement 
of low rates of interest; consequently, interest rates rise during the 
period of recovery because of the expansion of bank credit. 

The cyclical nature of business fluctuations is indicated by the fact 
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that the period of recovery is followed by a period of prosperity. 
Thus we are brought back to our original starting point; but the 
height of industrial activity in this return is likely to be greater than 
in the preceding period of prosperity. Referring again to Fig. 11, we 
may note once more the great irregularity in business activity indi- 
cated by the now-rising, now-falling curve of production. It is evi- 
dent, however, that the level of industrial production reached in each 
period of prosperity is higher than that attained in the preceding 
cycle. 

An Explanation of the Business Cycle 

Much attention has been given in recent years to the study of busi- 
ness cycles, and a number of students of this economic phenomenon 
have undertaken to set forth the causes of business cycles. Some of 
these explanations are extremely ingenious and interesting, but can- 
not be given here owing to lack of space.^ We must content ourselves 
with presenting what many people regard as the most plausible of 
these theories, and probably the one most widely accepted by stu- 
dents of economics. This is the ''self-generating theory,” which is 
commonly associated with the name of Professor Mitchell, although 
other economists have contributed to the theory either by developing 
certain phases of the explanation or by adding to its popularity 
through clarity of exposition. 

According to the self-generating theory, "business cycles run an 
unceasing round, each cycle growing out of its predecessor and merg- 
ing into its successor.” ® Not only does each business cycle grow out 
of its predecessor, but each period of each cycle is the result of certain 
causes that have developed in preceding periods of the cycle. These 
causes are of three types— industrial, financial, and psychological. 
We may see their influence by reviewing once more the four phases 
of the business cycle. 

Prosperity and the Trend Toward Crisis. The period of pros- 
perity, as we have noted, is one in which business is booming. It is, 
among other things, a time of progressively higher prices. Rising 
prices mean large profits for business men. Goods are produced in 
anticipation of demand, and if prices are increasing steadily, com- 

4 They are dealt with in detail in Gottfried von Haberler, Prosperity and 
Depression, Geneva, League of Nations, 1937. 

s W. C. Mitchell in The Stabilization of Business, edited by Lionel D. Edie, 
New York, The Macmillan Company, 1924, p. 14. 
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modities may be disposed of at figures that are ofteri considerably in 

excess of the costs of production. For the selling price of ^ goods in a 
period of rising prices will tend to be the cost of production of such 
goods at the time at which the sale is made. This price may be con- 
siderably greater than actual cost in a period of rising prices, since 
there have gone into the making of the commodity in question raw 
materials and labor purchased some time before the sale of the fin- 
ished good, and purchased therefore at relatively low prices. More- 
over, interest charges, salaries, and certain other items of expense 
almost never keep pace with rising prices. The net effect of these 
conditions is that profits are large when prices are on the upgrade. 

Since business men are anxious to reap these high profits, they 
make every effort to expand production in times of rising prices, and 
on this account stocks of goods, employment, and wages are usually 
at their height in a period of prosperity. The truth is that toward 
the end of this period the industrial bubble is about ready to burst 
Expansion in the production of goods is matched by an expansion 
in financial activity. The one, of course, has given rise to the other, 
for bank credits are expanded to their limits only when business is or 
has been booming. 

The psychological attitude during the greater part of the period of 
prosperity is one of optimism. Business men, since they are making 
large profits, are naturally optimistic. But there comes finally a time 
yv^hen this optimistic attitude may be assumed rather than real. Cap- 
tains of industry sometimes whistle to keep up their courage. Though 
they wish for and talk much about continued prosperity, they begin 
sooner or later to be fearful that the peak of industrial activity has 
about been reached. They know from experience that business activ- 
ity runs in cycles and that periods of prosperity are followed by 
industrial crisis and depression. With the boom fully expanded, and 
with doubt and uncertainty in the air, it sometimes requires only a 
slight jar to change the period of prosperity into one of industrial 
crisis and liquidation. Sometimes, as in 1929, this jar appears in the 
form of a crash in the stock market. 

Crisis, Liquidation, and the Beginnings of Depression. It is 
possible that in one or more lines of manufacturing there has been 
too great production during the period of prosperity, owing to the 
desire of business enterprisers to make large profits while prices are 
high. There may be, for example, an overproduction of automobiles, 
or radio sets, or some other article manufactured on a very large scale. 
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When sales fail to keep pace with production, the natural tendency 
is to curtail production. An over-stock of automobiles may easily 
result in the closing of the plants of one or more of our leading auto- 
mobile manufacturers. An action of this kind throws out of work 
many thousands of wage earners. Not only is the purchasing power 
of these workers reduced, with a consequent depressing effect upon 
other industries, but a move of this kind is interpreted by many other 
business men as a sign that the period of prosperity has come to an 
end. 

Other manufacturers decide upon a curtailment of their productive 
operations. Merchants having large quantities of goods on hand offer 
them at lowered prices in order to reduce their stocks and obtain 
funds. Manufacturers, now unable to sell at former high prices, de- 
mand that workers submit to reductions in wages. In the effort to 
resist wage cuts, employees resort to strikes, and again purchasing 
power is curtailed. Bank credit, which had been stretched to the 
utmost, is now contracted, for bankers, in view of the unsatisfactory 
industrial conditions, are anxious to call in their loans. But business 
men find it difficult to meet their financial obligations as these loans 
are called. In their effort to secure the necessary funds, manufacturers 
and merchants sacrifice stocks of goods on hand, and offer to pay 
high rates of interest for loans that will tide them over the emergency. 
Despite their best efforts, many are unable to weather the storm, and 
go down in bankruptcy. 

The mental attitude of business men during the period of liquida- 
tion and in the early stages of depression is naturally one of doubt 
and fear. Not knowing what the immediate future will bring forth, 
but looking forward to some months of poor business, they hesitate 
to put into execution whatever projects they may have had in mind 
during the period of prosperity; and this lack of action leads defi- 
nitely to the state of inaction, sometimes long drawn out, that is 
known as the period of depression. 

Depression and the Move Toward Recovery. This period, as 
we noted in an earlier description, is one that finds business virtually 
flat on its back. Tendencies which were apparent in the period of 
liquidation have been allowed to run their course, with the result 
that production has come almost to a standstill. The psychological 
atmosphere of the period of depression is one of extreme pessimism* 
With business in a state of suspended animation, no one seems to 
know just what steps should be taken to bring it back to life. And 
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yet, if the self-generating theory is sound, it is in this very condition 
of business prostration that the causes which lead to the next phase 
of the business cycle, the period of recovery, must be sought. 

Recovery and the Causes of Prosperity. It is probable that the 
starting point of revival is usually the exhaustion of stocks of goods. 
It may be that the surplus of automobiles, which we suggested as 
bringing to an end the period of prosperity, has slowly been disposed 
of, and that there is again a demand for cars which will be available 
only if automobile plants resume production. An announcement from 
the Foi'd Company or the General Motors Corporation that opera- 
tions are to be resumed and employment given to a hundred thou- 
sand men would stimulate activity in businesses of all kinds. 

Such an announcement would appear to many to herald the turn- 
ing point of the tide. It is the final word for which the less venture- 
some have been waiting. Enterprisers throughout the country again 
take heart, and factories here and there resume operations or, in 
some cases, go on "full time” after a period of curtailed production. 
Workers are available at low wages at the outset of this period, 
materials may be had at bargain prices, and banks, because of their 
large reserves, are anxious to extend credit at moderate rates of in- 
terest. These particular advantages are likely to disappear as the 
revival of business makes considerable headway. That is to say, wages 
increase, interest rates rise, and other expenses advance as produc- 
tion assumes normal proportions. However, the attitude of business 
men is now one of increasing courage and optimism as regards the 
future. It is felt that the "slough of despond” has been passed, and 
that the months ahead hold bright prospects. 

The process of recovery may be a relatively slow one, but in the 
course of a year or so machines are once more humming and the 
business cycle passes by almost inperceptible steps into the period of 
prosperity. Thus we find that in each of these several phases of the 
business cycle are the conditions that almost inevitably bring about 
the succeeding phase. 

The Stabilization OF Business 

It is not suggested that the self-generating theory of business cycles 
provides a complete explanation of this economic phenomenon. Pro- 
fessor Mitchell himself, who has done more than any other writer to 
popularize the notion that business cycles are self-generating, admits 
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that many other theories of business cycles have in them much of 
truth. 

The Need for Stabilization. But whatever the exact causes may 
be, it seems fairly clear that society would be better off if fluctuations 
in business activity could be avoided, or at least made less violent. 
For these fluctuations bring uncertainty and fear; gains to some and 
losses to others; overexpansion of production in times of boom and 
bankruptcies in periods of liquidation and depression; unemploy- 
ment and consequent loss of income to workers; and other results 
which disturb and interfere with economic well-being. 

Why, then, are these sharp fluctuations in business permitted to 
take place? Why, having lived through the various phases of the 
business cycle, including those distressing periods of liquidation and 
depression which necessitate the extension of public relief on a large 
scale, do not the persons affected determine to correct the situation, 
so far as the future is concerned, by removing the conditions that are 
responsible for wide variations in business activity? 

Delays in Seeking a Solution. There are several possible answers 
to questions of this nature. It appears, in the first place, that interest 
in the control of business fluctuations, as in the abolition of war, 
depends largely upon the urgency of the situation. When the hard- 
ships of business depression or of war are being experienced, the 
need for preventing the recurrence of such catastrophes is generally 
recognized, but those affected are so busily occupied with meeting 
the immediate emergency that they give little thought at the time to 
devising preventive policies for the future. When the emergency has 
passed and the period of recovery or reconstruction has set in, the 
demands of the present again loom up as all-important; and, since 
corrective measures have not been adopted, the forces that formerly 
brought disaster are again allowed to run their course, and before 
very long another crisis is imminent. 

Wage Earners and Business Stability. For more than a century 
we have had these ups and downs of business activity in the United 
States; and in this hundred-year period the country has experienced 
at least a dozen major cyclical movements in business activity, as 
well as many minor fluctuations. Among those who are hardest hit by 
reason of recurrent periods of unemployment are the wage earners 
of the country. And yet the wage-earning groups have done little or 
nothing to bring about stability of business and regularity of em- 
ployment. 
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Indeed, organized labor has shown no real appreciation of the 
desirability of preventing business fluctuations. Labor leaders have 
spoken largely in terms of alleviating the unpleasant consequences of 
the depressions that are thrust upon them. They have favored the 
lessening of unemployment by reductions in hours of labor but not 
in pay, and by the extension of public works projects; and, in espe- 
cially dark days, they have indorsed liberal public relief allowances 
for the involuntarily idle. But these are palliative and not preventive 
measures. 

Wage earners have been severely criticized for their “stubborn- 
ness” in resisting wage cuts in time of crisis, liquidation, and depres- 
sion. Their answer is that to take cuts would be to give up wage 
increases that were won through years of bargaining, and which once 
lost would not be easily regained. Though they accept willingly the 
larger incomes that come to them in periods of prosperity, they dis- 
claim, and with some reason, responsibility for the depressions that 
follow. Wage earners, they say, are in the position of having to take 
orders; it is the business men of the country, the enterprisers, who are 
in position of authority which enable them to determine the pace at 
which business shall proceed. 

Business Leaders and Business Statistics. Whether our business 
men can be convinced of the desirability of controlling production 
so that it may not expand unduly and in the course of time bring the 
inevitable reaction, remains to be seen. We have noted that the 
period of prosperity is one of large profits, and it is questionable 
whether the average business man would willingly curb his desire 
for immediate profits merely because of the likelihood that excessive 
business expansion will be followed by a period of economic stagna- 
tion. Even if he were disposed to prevent production from exceeding 
the limits of safety, it would often be difficult for him to know when 
the limits had been reached. 

It is true that there are the business records of previous years from 
which may be learned something of the likely trends in the future. 
But no two business cycles are exactly alike. It was thought for some 
time that these wave-like movements of business activity lasted about 
ten years from beginning to end; and at least two interesting theories 
were built upon the notion of periodicity. It has been found, however, 
that business cycles vary in length; and prior to 1929 some economists 
held that the cycles were becoming shorter all the time. Moreover, 
the phases or periods of one cycle are ofttimes quite different from 
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those of another cycle. A depression, for example, may last only a 
few months, or it may extend over a year or two, or even over a half- 
decade or more as in the case of the post-1929 depression. As a result 
of these irregularities, enterprisers who might wish to avoid an un- 
warranted expansion in production are often puzzled to know at just 
what time expansion should be restrained. 

The interest of business men in gaining knowledge of this kind is 
manifested in the growth of agencies that make statistical studies of 
business activity, and on the basis of their data undertake to forecast 
business conditions in the future. Work of this kind is improving in 
quality and increasing in popularity, and it seems probable that 
business men may eventually have placed before them information 
that will be of genuine assistance in reducing the violence of changes 
in economic activity. 

Stabilization and the Federal Reserve System. There are many 
persons who think that the Federal Reserve System should extend its 
powers and attempt to prevent overexpansion of business by dis- 
couraging borrowing whenever economic activities seem to have 
reached the limits of safety. One of the characteristics of the period 
of prosperity is a great increase in the volume of bank credit, with- 
out which there would be less of a business boom. This expansion of 
credit is possible because the commercial banks that are members of 
the Federal Reserve System are themselves able to get an extension 
of credit through the rediscounting of commercial paper. 

If the Board of Governors of the System, following its traditional 
policy of seeking the public welfare, should raise the rediscount rate 
gradually (and if necessary, drastically) whenever a further increase 
in business appeared to be undesirable, it would seem that this ad- 
vance in the interest charge might discourage further extension of 
credit and thus check unwise business expansion. And if, at the same 
time, the Federal Reserve banks should engage in selling securities 
in large quantities, this type of open-market operation, as we pointed 
out in an earlier chapter, would have a tendency to make the member 
banks less liberal in their lending to customers. And if, finally, the 
Board of Governors should raise the reserve requirements against 
demand deposits, it is very likely, indeed, that credit expansion would 
be discouraged. 

An attempt of this kind on the part of the Board of Governors 
would doubtless call forth protests from a great many business men. 
There would be objections from those who would question the ability 



302 


FUNDAMENTALS OF ECONOMICS 


of any board to decide rightly the proper time at which to discourage 
borrowing, and from others anxious to reap large profits even at the 
expense of business expansion which might eventually lead to de- 
pression. Indeed, the Board followed an “easy money” policy-with 
low discount rates and large open-market purchases-f or several 
years prior to the debacle of 1929, largely because business men pro- 
tested against any suggestion that the flow of credit should be 
checked. Some critics charged that the Federal Reserve System per- 
mitted excessive credit to get under way, and was then unable to 
check it.® But the blame for this undue extension of credit should not 
be placed upon the Board alone. Surely a part of the responsibility 
lies with the business men, bankers, and economists who talked about 
the economic “new era” that had been reached, and insisted that 
business must not be discouraged. Furtheimore, it should be remem- 
bered that the Board has never had a clear-cut mandate to attempt 
to regulate the volume of business through the agencies of control at 
its command. 

It seems probable that much could be done to control business 
expansion and contraction through the measures we have described, 
provided the task was undertaken before we had moved too far from 
the “trend” curve of production. On this point we cannot speak with 
absolute assurance, since no adequate trial has yet been made of this 
method of regulation. If it should be found that the volume of busi- 
ness transacted in the country can be controlled effectively by these 
means, there would be need for absolute confidence in the integrity 
and disinterestedness of the members of the Board of Governors. For 
interference with business processes, which might affect seriously 
the fortunes of certain individuals, could scarcely be justified except 
on the ground of a genuine benefit accruing to society through the 
regulatory action of the Board. It is obvious, as was pointed out in 
the preceding chapter, that the indirect controls provided by the 
Federal Reserve System cannot be expected to prevent the inflation 
and depression which threaten the country when it is flooded by 
such a huge volume of liquid assets as was in the hands of indi- 
viduals and business concerns in 1946-48. 

Price Control and Stabilization. Professor Fisher has empha- 
sized the close relationship that exists between steadily rising prices 
and the undue expansion of business. He has even gone so far as to 
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suggest that if we could stabilize prices, we should do away with the 
strongest temptation to expand business beyond the safety point 
For undue expansion, he says, results from the knowledge that abnor- 
mally large profits may be made in times of rising prices. If this theory 
is sound, then the control of the amount of credit by manipulation of 
the rediscount rate might have a stabilizing effect upon, first, the 
price level, and second, the desire to expand business. 

It would appear that an increase in the rediscount rate at the 
'proper moment” might be expected to affect the situation in two 
ways. First of all, it would tend to stabilize prices and thus put an end 
to exceptional profits; and it would, moreover, discourage an increase 
in credit available for the use of business men, and thus tend to 
hamper the further extension of business activities. 

Stabilization Through Public Works. Another suggestion that 
has been offered for lessening the violence of fluctuations in business 
is the development of public works at times when private industiy is 
depressed. The construction of roads, bridges, public schools, court- 
houses, post offices, and many other kinds of public buildings might 
often be undertaken to relieve periods of business inactivity. Some 
forms of public work, no doubt, must be attended to without delay. 
It would seem foolish, for example, to wait for a business depression 
if the construction in question were that of a school building, and if 
delay meant inadequate facilities for a number of years. 

But there are many kinds of public construction that could just as 
well be carried on when industry in general is inactive and workers 
by the thousands are seeking employment. This, indeed, appears to 
be the sensible time at which to build public works, if only from the 
point of view of expense; for bridges may be built and roads con- 
structed at a much lower cost in periods of depression than at times 
of industrial boom. In the past, our practice in this respect has been 
to ignore almost wholly the possibilities of building public works at 
low prices and at the same time providing workers with a much 
needed opportunity to secure income through the performance of 
mseful service. ' ■ 

If municipal, state, and federal officials were authorized to give 
due regard to Industrial conditions in the placement of large orders, 
and if they exercised this authority wisely, something could be done 
to alleviate the suffering that so often accompanies industrial de- 
pressions. But we must not overestimate the aid to be had from this 
source. Professor William N. Loucks, who has studied public works 
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in their relation to business depressions, estimates that if federal, 
state, and local public construction were planned so as to be executed 
in times of depression, probably on the average about 10 per cent of 
our present total volume of unemployment might thus be absorbed.'^ 
Public works, properly timed, could therefore be employed for 
lessening somewhat the severity of depressions and relieving unem- 
ployment during these periods, but they clearly do not constitute 
either a preventive or a cure for depressions. 

Nevertheless, the United States government made huge appro- 
priations for the construction of public works during the post-1929 
business depression, partly, it would seem, for the purpose of provid- 
ing work for some of the unemployed, and partly with the thought of 
stimulating business in general through a substantial increase in the 
total volume of business transactions. It was estimated by a Senate 
commission that federal expenditures for relief purposes, in the five- 
year period from 1933 to 1937, aggregated more than $14,000,000,000, 
much of which was for public works projects to be carried on in 
various parts of the country. Unfortunately, it is impossible to 
measure the extent to which unemployment was allayed and business 
stimulated by this great expenditure of public funds. Nor does this 
emergency spending throw much light upon the possible benefits to 
be realized through the operation of a thorough-going, well-coordi- 
nated, continuous program of public works which aims to promote 
the stabilization of economic activities. 

Proposals for Reducing Unemployment and Relieving the 
Unemployed, Many other suggestions for the stabilization of busi- 
ness have been offered. The provisions of the Social Security Act, 
relating to unemployment benefits for those who are involuntarily 
out of work, were noted briefly in Chapter 9. It is believed by some 
students of the problem that the cost of unemployment insurance 
might serve as an incentive to employers to stabilize their individual 
businesses, keeping production adjusted to a more uniform pace 
from month to month and year to year. However, this would likely be 
true only if the premiums charged were related to the volume of 
unemployment in a given business establishment, with low premiums 
for those who have but little unemployment. If the rates paid were 
dependent upon the frequency of the periods of unemployment and 
the duration of such periods, it would appear to be to the best inter- 

^ Charles F. Roos, editor. Stabilization of Employment, Bloomington, In- 
diana, The Principia Press, Inc., 1933, pp. 103, 104. 
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ests of employers to iron out the inequalities in their production 
curves and attempt to avoid serious business fluctuations. 

Still another proposal relates to providing jobs for men who are 
thrown out of employment in times of business depression. The 
several states, with the assistance of the federal government, have 
established public employment agencies for the express purpose 
of securing employment as promptly as possible for workers who are 
laid off in time of business depression. It would seem that there is 
room for a further development of agencies of this kind for putting 
unemployed workers in touch with employers who, even in periods 
of depression, sometimes experience difficulty in finding exactly the 
men they need to fill certain jobs. 

But since there is no immediate prospect of eliminating business 
depressions and wiping out unemployment, and since (as we pointed 
out in Chapter 1 ) human needs are ever-present irrespective of the 
means of satisfying them, society as a whole must be prepared to 
relieve the suffering proposed by involuntary idleness. At the outset 
of the post-1929 depression, President Hoover urged that relief be 
handled through 'neighborly giving.” There was considerable feeling 
on the part of many that the state, as such, had a responsibility in this 
matter; and as the depression wore on and private agencies of relief 
proved unequal to the task, both state and federal governments were 
called upon to contribute the hundreds of millions that were required 
to prevent hardship. The extensive grant of public aid to the unem- 
ployed was something of a new departure, but this method of han- 
dling relief is likely to be used widely in future depressions, since it 
appears to represent an advance over private charity in several re- 
spects. It seems, first of all, to be the only way of getting promptly 
the large amounts required to rob a great depression of the threat of 
starvation. Second, it distributes the burden of relief more equitably 
than private charity, by securing funds by means of taxation and 
presumably on the basis of ability to pay. Finally, it smacks less of 
charity than private giving, and at least implies an acknowledgment, 
on the part of the government, of responsibility to provide for the 
involuntarily unemployed who are idle not because of laziness but 
because society has failed to develop an economic order in which 
every man who is capable of doing productive work can find a job. 

The Problem of Incomplete Liquidation. This chapter must 
be brought to a close without the presentation of a cure for business 
depressions; for, humiliating as the confession is, it must be admitted 
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that there is no certainty that business men, statesmen, or economists 
have as yet found the cause of or the remedy for the cyclical changes 
in business activity v^hich we have been discussing, It would appear, 
however, that in at least one respect the post-1929 depression was 
handled unwisely. Mr. Hoover began, and Mr. Roosevelt continued, 
the policy of lending financial aid to business organizations that 
were in trouble, hoping to enable them to stave off bankruptcy and 
continue in business. What was apparently overlooked was the fact, 
often pointed out by economists, that a thorough-going liquidation is 
probably the best basis upon which to build prompt and sound 
recovery. 

When businesses go into bankruptcy and are thus completely 
liquidated, society does not ordinarily lose the productive capacity 
of these businesses. What happens is that the businesses are usually 
reorganized, sometimes passing into new hands, but in any event 
with readjustments made in certain costs which enable them again 
to produce and sell goods, even though the selling prices of their 
products have dropped materially with the decline in the general 
price level. No business can be expected to renew operations or to 
go once more on a full production schedule unless there is a prospect 
of at least covering the costs of production. But in some instances 
that prospect has been eliminated by the loan of government funds, 
which has allowed concerns to avoid liquidation and thus to escape 
the compulsory readjustment of costs of production, so that for 
months or years profitable operation has been out of the question. 

Liquidation has been likened by some writers to a surgical opera- 
tion— unpleasant to contemplate, to be sure, but sometimes neces- 
sary if the patient is to regain his health and strength. Some of our 
American business concerns have been dosed with palliatives, which 
are easy enough to take but do not seem to have been the type of 
treatment indicated by the seriousness of their ailment. Enforced 
liquidation is hard on those who have capital invested, since it 
means that they must take losses, but the failure to liquidate is hard 
on all members of society if, as seems probable, it means a delay in 
moving onward to the period of recovery. Following a policy of 
‘painless depression ’ for capitalists may be an exceedingly painful 
procedure for everyone else. 

The Possibility of Recovery Through Inflation. A possible 
alternative to liquidation is what is sometimes called “inflation ' and 
again “reflation,’" which means a general upward movement of the 
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price level until it reaches a point at which prices are again at least 
high enough to permit liquidated concerns to make goods and, de- 
spite their high costs of production, sell them to advantage. This 
appears to have been the plan in the mind of President Roosevelt, 
but after his first inauguration in March, 1933, general prices did 
not reach the 1926 level until forced up by war conditions in 1941. 
There are many observers who believe that such a rise in general 
prices, especially if brought about through the issuance of large 
quantities of paper money, would be far more painful to society in 
general than a complete liquidation of businesses that have been 
bolstered up by government loans. For inflation of this type, once 
well under way, is difficult, if indeed not impossible, to stop, and 
might lead to an intolerable rise in prices such as was experienced 
in Germany following World War I. 

Even when the stage is all set for an extensive inflation of credit, 
it is by no means certain that the actors-the business men and 
bankers— wiU consent to play the part of puppets in the proposed 
drama of rising prices.® If the President were empowered to print 
unlimited quantities of fiat money, there would be no question of 
his ability to send prices up speedily and to lofty heights; but that 
power has not been granted him, and would probably not be exer- 
cised if he had it. In the absence of thorough liquidation on the one 
hand, and of inflation on the other, business recovered but slowly 
from the post-1929 depression, since there was only a limited de- 
mand for goods at prices which were sufiBciently high to cover costs 
of production. The huge demand for war supplies to carry on World 
War 11 provided the impetus which moved the countiy definitely 
into the peidod of economic prosperity. 

The Theoey of Full Employment 

We must not end the present chapter without discussing briefly 
a program for combating depression that has won many adherents 
among economists and others, more particularly since 1936 when the 
late Lord Keynes published his now famous work. The General 
Theory of Employment, Interest, and Money. ^ In this book, Keynes 

^ See, in this connection, R. A. Young, The New Monetary System of the 
United States^ New York, National Industrial Conference Board, 1934, 

® John Maynard Keynes, The General Theory of Employment, Interest, and 
Money, New York, Harcourt, Brace & Company, Inc., 1936. 
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presented the results of a study of unemployinent which had been 
engaging his attention for some years. 

The Keynesian Approach to Unemployment. The "Keynesian 
approach" to the problem of business depression, and the unemploy- 
ment which inevitably accompanies it, may be described in a greatly 
simplified form, as follows; Production of the commodities and serv- 
ices which are turned out in a given period involves the expenditure 
of sums of money in the form of costs of production. To the persons 
to whom the payments are made, this expenditure constitutes in- 
come. Furthermore, the amount of expenditure and the amount of 
income are necessarily equal, for what is expenditure to the payers 
is income to the receivers. If all of this income is spent promptly, it 
will provide the funds for financing an equal amount of production 
in the following period— and this is true regardless of whether it is 
spent for consumers’ or producers" goods. If more than this amount 
is spent, having been added to from other sources, production in the 
ensuing period will be stimulated. But if less than the total income is 
expended, through hoarding or some other type of withholding of 
purchasing power, production will be depressed, it will reach a 
smaller total than in the previous period, and unemployment will 
result. 

‘‘Offsets” to Savings. We saw, earlier in the chapter, that de- 
pression follows close upon the heels of cumulative prosperity, which 
means that a high level of employment and income gives way to a 
low level of both employment and income. The Keynesians maintain 
that the business boom, which brings a rise in national income, brings 
increases also in most individual and family incomes, and that under 
these conditions, "billions of dollars . . . are saved each year because 
people have incomes in excess of their consumption needs, because 
of a desire for personal security, because of power considerations 
or greed, because of automatic institutional arrangements, and 
for a thousand other reasons. It is irrelevant whether the process is 
deliberate or unconscious, whether prudence and thrift are involved 
or greed and lust, whether or not there is pain and abstinence. The 
desire to accumulate is a social fact, to be taken as such. And what- 
ever might or might not be true of a Robinson Crusoe economy, 
it is clear that in modem societies individuals save regardless of the 
magnitude of investment outlets. Even if no new securities were 
floated, attempts to save would continue; and if old securities were 
not available, it would still be possible to accumulate non-interest- 
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bearing assets in cash.” It must be remembered, of course, that in 
addition to individual and family savings are the savings of business 
enterprisers. It is the withholding of all kinds of savings from the 
expenditure stream that leads to a reduction in production and an 
increase in unemployment, unless these savings are offset in some 
way. The normal offset to savings is investment by the savers or 
their agents; but in the absence of adequate private investment other 
offsets must be found. 

Granted that large sums out of the total income that was produced 
in the preceding period are withheld from current expenditure, it 
would seem to follow that the deficit must be made up if the volume 
of forthcoming production is not to decline. It is the failure to make 
up this deficit that turns prosperity into depression, and full employ- 
ment into unemployment. To insure the continuance of full employ- 
ment, and the avoidance of depression when total expenditure for 
consumption and investment is inadequate, other funds must be 
found which will offset the amounts saved, and thus bring the total 
amount expended up to its former high level. Only in this way can 
production, and consequently employment, be kept from declining. 
Though there are a number of possible offsets to these savings,^ the 
one that bulks largest in the program of the Keynesians is govern- 
mental spending. 

The Government’s R61e in Providing Full Employment. Up 
to this point, we have purposely omitted any mention of govern- 
mental spending, though it is obvious that expenditures by govern- 
ment often play a very important part in stimulating or maintaining 
production and employment, and it is in governmental spending 
(national, state, and local) that the Keynesians find the remedy for 
oversaving. We have seen that income, once received, may or may 
not be retamed promptly to the expenditure stream. It is proposed 
that, whenever there is a deficit in expenditure such as we have 
described, the government shall undertake (through its taxing and 
borrowing power) to supply the funds that are required to bring the 
total expenditure up to the amount needed to provide full employ- 
ment 

This does not mean that the government itself would go into 
business by becoming a producer of goods, but rather that it would 

Pail! A. Samxielson, in fostwar Economic Problems {Seymom E. Harris, 
ed.), New York, McGraw-Hill Book Company, Inc., 1943, pp. 36, 37. 

11 Ibid,, pp. 40-46. 
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finance the purchase of desirable goods on a sufficiently large scale 
to take up the slack which would otherwise result from the failure of 
a considerable portion of the income to be converted promptly into 
expendituTe. ^‘Private business can and will do the job of production, 
says Professor Hansen, a prominent advocate of governmental spend- 
ing for the maintenance of employment. It is the responsibility of 
government to do its part to insure a sustained demand. We know 
from past experience that private enterprise has done this for limited 
periods only. It has not been able to insure a continuous and sus- 
tained demand. The ever-incroasing gigantic powers of production 
of the modem industrial system, far exceeding those of any earlier 
experience in history, mean that an enormous output has to be 
reached before full employment is approached. Private industry and 
government together must act to maintain and increase output and 
income sufficiently to provide substantially full employment.^^ 

The Meaning of Full Employment. Some opponents of gov- 
ernmental spending to provide work have debated at considerable 
length the meaning of Tull employment,” and argued that even in 
periods of peak production there has always been and will continue 
to be some unemployment. We have been reminded that there are 
unemployables, who either are incapable of doing work that the 
world wants done or for temperamental or other reasons simply find 
it impossible to hold jobs; and that among our able workers some 
are always out of work by reason of seasonal or technological unem- 
ployment while others are in process of moving from old to new 
jobs, and are for the moment unemployed. 

It is only fair to say that the Keynesians do not pretend to prescribe 
for unemployment of these kinds, which may on the average affect 
a million or more workers annually, but for the prolonged and much 
more deadly economic ailment of cyclical unemployment. One 
writer, in what seems to us a sound interpretation of the term, defines 
full employment as "a condition under which every person who is 
able and willing to work can find enough employment in the course 
of a year to earn not less than enough to maintain his habitual 
standard of living.” problem, then, becomes one of preventing 
the recurrence of business depressions, with their burden of involun- 
tary idleness on the part of persons of unquestioned ability who are 

Alvin H. Hansen, in ibid., p. 14. 

13 E. A. Golden weiser, in Jobs, Production, and Living Standards, Washing- 
ton, Board of Governors of the Federal Reserve System, 1945, p. 4. 
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obviously anxious to find w'ork. To avoid fruitless controversy over 
the impossibility of achieving full employment, when the term is 
interpreted literally and rigidly, some writers have adopted the prac- 
tice of using the expressions "substantially full employment” and 
'reasonably full employment.” 

What Might the Government Buy? Critics of this kind of 
program frequently cite the governmental expenditures of the post- 
1929 depression as evidence, first, that such spending is very wasteful, 
and, second, that it does not put a speedy end to the depression. 

To the first of these contentions the Keynesians answer that our 
governmental spending in the 1930’s, in so far as it was wasteful, was 
so largely because it was unplanned. Extensive, hastily executed proj- 
ects for which detailed plans have not been drawn up in advance are 
pretty certain to be inefficiently carried out. The Keynesians hold 
that well-considered planning, which has reached the blueprint stage 
well in advance of the emergency, would give us an excellent chance 
to get "our money's worth” in return for whatever expenditure 
would have to be made in order to insure full employment; and 
that the expenditure, moreover, could always be made for goods of 
which society stands in genuine need and of which we are unlikely 
ever to have an excess. Roads (including underpasses at railway 
crossings), more adequate educational institutions of all grades, en- 
larged hospital buildings with the most modern facilities, new hous- 
ing for millions of families with small incomes— these are but a few 
of the "public” projects upon which national, state, and local gov- 
ernments might conceivably spend funds which, if not spent in 
these ways to avoid depression, would have to be expended in large 
measure for purely "relief” purposes. 

It has been suggested, moreover, that there are many other types 
of expenditure which would pay large social dividends, over and 
above the prevention of depression (if, indeed, it were prevented) 
or its reduction to a more manageable size. Sir William Beveridge, 
in proposing a program of this kind for England, lists not only public 
spending of all the kinds we have mentioned above, but also invest- 
ment in a socialized sector of industry, including transport and 
power and coal or steel; the creation of a National Investment Board 
to provide loans and tax rebates to private business as a means of 
stabilizing private investment; the encouragement of low prices for 

Alvin H, Hansen, quoted in the present chapter. 

1^ Fortune, Supplement, December, 1942, p. 7. 
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essential consumers’ goods, if necessary, by a system of subsidies; 
and an increase in private spending to be brought about by increased 
national income and broadened social security provisions. Some of 
these suggestions, it will be noted, are at present more appropriate 
for England than the United States, since they assume a larger degree 
of public ownership than prevails in this country. 

As for the criticism that our public spending did not put to rout 
the greatest depression we have ever experienced, the usual answer 
is that the program which we adopted was a halting, half-hearted 
one; that we did not at any time spend sums large enough to provide 
full employment, but continually lived in hope that the governmental 
‘pump-priming” would soon enable private enterprise to go ahead 
without public assistance; and that public spending for full employ- 
ment, once begun, must be carried on relentlessly until the battle is 
won. Indeed, the Keynesians see no reason why the government 
should not indefinitely finance fuU employment, since they regard 
such financing as less wasteful than paying relief benefits to millions 
of unemployed and having thousands of businesses closed down be- 
cause demand has not been sustained. Moreover, since it is axiomatic 
that human wants are indefinitely expansible, they hold that there 
will always be worth-while undertakings upon which to spend public 
funds in such quantity as to provide the expenditure required to 
maintain an economy which would offer employment to all who 
were able and willing to work. 

Paying the Bill for Full Employment. The ordinarily trouble- 
some question of how to pay the bill is met by the Keynesians in this 
way: The cost of providing full employment, like the cost of every 
governmental project, will have to be paid from public revenues. 
This means, in the long run, that the people must pay for these 
desirable goods through taxation, though at times the cost might 
have to be met through borrowing— that is to say, through “deficit 
financing,” 

To those who accept the Keynesian doctrine, the problem of secur- 
ing sufficient funds holds no terrors. What must be done above all 
else is to keep production going! If the output of the country is main- 
tained at a high level, the national income will necessarily be large 
and there will be no difficulty in securing from taxation whatever 
revenue is required to finance the program of full employment. As 
Professor Hansen puts it: 
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''The notion that we cannot finance our production is quite without 
foundation. Eveiy cent expended, private and public, becomes in- 
come for members of our society. Costs and income are just opposites 
of the same shield. We can afford as high a standard of living as we 
are able to produce. We cannot afford to waste our resources of men 
and material. We cannot afford to use them inefficiently. But we 
cannot afford idleness. The idleness of the decade of the thirties was 
responsible for the loss of 200 billion dollars of income. . . . There 
is not— there cannot be— any financing problem that is not manage- 
able under a full-employment income. From an income so vast [as 
we produced in war years] we can raise large tax revenues— large 
enough to service any level of debt likely to be reached and to cover 
all other govemment outlays— and still retain for private expenditures 
much more than we had left in former years. . . . But it is not neces- 
sary or desirable under all circumstances to finance all public ex- 
penditures from taxes. Whether taxes should equal, fall short of, or 
exceed expenditures must be decided according to economic con- 
ditions.” 

The Current Attitude Toward Full Employment. There can 
be little doubt that people in general favor full production— a volume 
of output which would keep our factories, mills, stores, and other 
places of business humming. Probably most Americans would prefer 
to have this full production— and consequent full employment- 
brought about through free enterprise rather than through govern- 
mental "interference.” But some at least have come to agree with 
Sir William Beveridge in his belief that no power less than the state 
can assure adequate total spending at all times. It was doubtless the 
acceptance of this view, coupled with a recognition of the necessity 
for outlawing unemployment, that prompted the Editors of Fortune 
in 1942 to publish this declaration: "We propose that the govemment 
should underwrite permanent prosperity: that it be established 
govemment policy, whether Republican or Democratic, to main- 
tain reasonably full employment in the United States.” With this 
statement went the argument that private industry must have "every 
chance to operate at capacity and to invest as much of the nation s 
savings as it can absorb.” But the conclusion was unequivocal: "When 
involuntary unemployment threatens to be either chronic or wide- 
spread, it is not to be borne. We believe the govemment should set 
Postwar Economic Froblems, "p* IB* 
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a minimum, and a minimum reasonably close to our full capacity, 

belowwliich employment should never be permitted to fall. 

Professional economists are divided in their appraisal of the de- 
sirability of attempting to avoid depression and unemployment 
through governmental spending. The average American citizen, we 
may safely assume, knows little or nothing about the Keynesian 
theory; and the action taken by Congress in 1946 on a 'Pull employ- 
ment” proposal indicates that the idea has not yet won great favor 
in our national legislative halls. It is true that Congress passed the 
Murray-Patman Act, which purported to deal with the problem; 
but what began as a "full employment” measure wound up as an 
"employment-production” act which gives little promise of providing 
the country with the detailed, long-range program which the Key- 
nesians regard as essential to their program. Certain persons who 
were keenly interested in the passage of effective legislation of this 
type accepted the Murray-Patman Act as "better than nothing” and 
"a move in the right direction”; but it is hard to believe that this 
Act will be the instrumentality through which either the truth or 
the falsity of the Keynesian theory of employment will find practical 
demonstration. 

Criticisms of Public Spending to Provide Full Employment. 
Critics of programs of this kind direct their attack along several lines. 
First of all, they question the necessity of governmental spending on 
a large scale, arguing that if government will adopt a "hands-off” 
policy, business depressions will doubtless come and go much as they 
did prior to the post-1929 depression— which, they charge, was pro- 
longed by "interference” from the Hoover and Roosevelt administra- 
tions. They frequently attack the so-called theory of economic ma- 
turity-the notion that the country has so fully exploited its economic 
possibilities that attractive opportunities for investment are too 
limited to use up our unconsumed current income— though this 
theory is not an essential part of the Keynesian doctrine.^® They hold 
that if the government will only restrict its economic activities to the 
encouragement of free enterprise, by passing just tax laws and other 
legislation favorable to business, private investment will be so greatly 
stimulated that governmental spending to insure full employment 
will be unnecessary. They argue that there is no guaranty that 
government spending would solve the problem of unemployment. 

Fortune, Supplement, December, 1942, p. 7. 

^^Ibid., p. 8. 
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that it might easily lead to governmental participation in control, 
to a considerable degree of government ownership, or even to a 
planned economy closely resembling socialism, and they point out 
that in a society of this type we would sadly miss certain “freedoms” 
which we now accept as a matter of course. 

These are important criticisms, to each of which the Keynesians 
naturally have what they consider to be adequate answers. We cannot 
undertake to examine them in detail, though in most instances they 
have been touched upon elsewhei-e in this book. The plain truth is 
that no one knows definitely and with certainty what the outcome of 
a thoroughgoing program of governmental spending would be, and 
the chances are that we shall never know unless and until we try 
it out. An economic society which is beset by recurrent depressions 
and unemployment “takes a chance” no matter what its course of 
action or inaction may be. Undoubtedly there is a possibility that 
harm might result from the adoption of the policy of spending which 
we have been examining. We incline to the view that a freely operat- 
ing capitalistic system, with a minimum of governmental control and 
regulation, is likely to furnish a higher average level of employment, 
production, and income than would result from the adoption of any 
governmental full employment policy which did not include some 
possibility of eventually leading to collectivism, and perhaps even 
to political and economic dictatorship. On the other hand, there may 
be grave danger in not taking specific measures to conquer the busi- 
ness depression. Such well-known economists as Frank H. Knight, 
Paul H. Douglas, George Soule, Joseph A. Schumpeter, and A. R. 
Burns have voiced fears for capitalism which are strikingly similar 
to those expressed by Professor Hansen in the following statexnent; 
“It is no longer possible to accept the thesis that cycles of prosperity 
and depi*ession may be complacently regai*ded as a characteristic 
of a system of free enterprise and private property. In a modem 
world no system can survive which permits the continued recurrence 
of serious depressions. Should it prove tme, as some still argue, that 
periodic depressions are an inevitable concomitant of private prop- 
erty and free enterprise, then this system is doomed.” 

is>See John Ise, Economics^ New York, Harper & Brothers, 1946, pp. 572, 
573. 

Postwar Economic Problems, p. 10. Business analysts and captains of in- 
dustry have given expression to similar views. Said Paul G. Hoftnan, PresL 
dent of the Studebaker Corporation, recently: *'We cannot live with fluctua'- 
tions such as that which took place between 1929 and 1932, when business 


816 


FUNDAMENTALS OF ECONOMICS 


1. What is a 'lousiness cycle”? 

2. Explain the significance of Fig. 11. Just what does this chart repre- 
sent? 

3. Why might the production of a country be expected ordinarily to 
increase in volume from year to year? 

4. Contrast the irregular production cui've in Fig. 11 with the "‘trend” 
curve that appears in the same figure. 

5. How long does a business cycle last? 

6. In which years during the past quarter-century have we suffered 
seriously from decreased production? Which have been “boom” 
years? 

7. Why is there a tendency, following a “slump,” for production to 
strike a new high level of activity, instead of merely regaining the 
lost ground? 

8. Name the “periods” of the business cycle in the order of their oc- 
currence. 

9. Give the characteristic features of each period of the business cycle. 

10. What is the central idea of the “self-generating” theory of business 
cycles? 

11. Explain the significance of the term “self-generating.” 

12. “Each period of the business cycle is the result of certain causes 
which have developed in the preceding periods of the cycle.” What 
are these “causes”? 

13. Why should “recovery” grow out of a business depression? 

14. Would society be better off if business were stabilized? Why or why 
not? 

15. How do you account for delays in seeking a remedy for business 
cycles? 

16. Since the wage earners usually suffer greatly from cyclical fluctua- 
tions in business activity, why do they not see to it that the irregu- 
larities in production are smoothed out? 

17. Is there any reason why business men should not wish to have busi- 
ness stabilized? Explain. 

18. How might the Board of Governors of the Federal Reserve System 
help to stabilize business? 

19. How may changes in price levels lead to instability in business ac- 
tivity? 

20. Explain the proposal to lessen unemployment during business de- 
pression by the development of public works. 

21. What other measures for relieving unemployment are mentioned in 
this chapter? 

22. Why should incomplete liquidation interfere with recovery? 

23. How might “reflation” lead out of depression into recovery? 

24. Outline briefly the “Keynesian approach” to the problem of un- 
employment. 

volume dropped more than 50 per cent. Another collapse of that magnitude 

might cost us our free economy.'' (Quoted in The New York Times, Tune 26, 

1 0/f'T' \ - 
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25. Explain the necessity for ‘"offsets” to savings if depression is to be 
avoided. 

26. What part might the government play in the provision of full em- 
ployment? Why should not some other agency perform this function? 

27. Define “full employment.” 

28. Why did not extensive governmental spending in the post- 1929 
period bring a speedy end to the depression? 

29. Do you feel that governmental spending, engaged in to provide full 
employment, would be better than giving unemployed workers a 
dole? Why or why not? 

80. Do you regard the proposal of the Editors of Fortune^, that “the 
government should underwrite permanent prosperity,” sound and 
significant? Explain your answer. 

81. What is the nature of the criticisms that have been leveled against 
the Keynesian program? Do they strike you as sound or unsound, 
and for what reasons? 
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7 ( 5 . General Principles of Price 
Determination 


VVe have noted that specialization is one of the important char- 
acteristics of modern economic life, and is very closely tied up with 
exchange. Through the process of specialization individuals produce 
much more of certain commodities and services than they personally 
expect to use; but, on the other hand, they have need of other 
commodities and services, the production of which they have left 
to other persons. To obtain the things he wants but does not himself 
produce, the individual must exchange, directly or indirectly, his 
surplus of commodities or services of a certain kind for portions of 
the surpluses of others. 

The farmer, for example, though he comes closer to being self- 
sustaining than the average type of producer, exchanges wheat, 
potatoes, or other products he has raised in large quantities, for 
building materials, farming implements, fertilizers, hardware, cloth- 
ing, groceries, and other goods essential to his well-being. In like 
manner, specialization leads to surpluses of all kinds of goods in 
the hands of their producers, and these surpluses are distributed to 
other members of society through the process of exchange. Because 
goods^are continually changing hands, every member of a highly 
organized economy goes through a process of weighing the relative 
merits of the goods he desires and those which he possesses, and 
trough this process formulates a concept of the value of the various 
items under consideration; that is, he arrives at a decision on the 
importance of the commodities and services he wishes to obtain as 
expressed in terms of the commodities or services he is able to offer. 

Exchange and Value. The term ^Value’^ refers to a ratio of 
exchange. This fact is made clear by the use of a term-^exchange 
value"-which is frequently employed in economic discussion. Value, 
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then, is nothing more or less than the power of a good to command 
other goods in exchange. If ten bushels of potatoes exchange for 
one hat, the value of the hat is obviously ten times the value of a 
bushel of potatoes. And if a hat exchanges for five bushels of wheat, 
it is clear that the value of wheat per bushel is twice as great as the 
value of potatoes. 

It should be noted, however, that value applies to a given grade 
or quality of a given commodity, and not to that commodity in 
general. For example, there may be a half-dozen grades of potatoes, 
with a separate value for each grade. It is entirely possible for two 
grades of potatoes to differ more widely in value than, let us say, 
potatoes of a certain grade and wheat of a certain grade differ in 
value. It would be no less inexact to speak of "the value of potatoes” 
than to speak of a "man's wage.” There are many grades of potatoes, 
and therefore many values for potatoes, just as there are different 
grades of workmen, with consequent differences in wages. 

Every exchange is, of course, a two-sided arrangement. Each party 
to the exchange desires economic goods possessed by the other, and 
is willing to make a trade. There now comes what is termed in legal 
phraseology "a meeting of minds.” The paities concerned weigh the 
relative advantages of retaining and giving up the goods they possess, 
and in this process is developed a ratio of exchange which determines 
how much of one good shall be surrendered for a certain amount of 
the other. 

In a free exchange both parties gain. That is to say, each gives 
up the thing he esteems less highly for the thing he esteems more 
highly; and this general principle holds good whether the exchange 
is simply a trade of possessions on the part of two boys, a sale and 
purchase made in a local store, or the long-distance type of exchange 
known as intematlonal trade. 

Value and Price* In an earlier chapter ^ we noted a number of 
reasons for expressing values in terms of money; and values are 
ordinarily so expressed. The result is called price, and price may be 
defined as value expressed in terms of money. Business men and 
economists alike generally fall back upon prices when making state- 
ments about values, for the reason that to express the values of 
commodities in terms of other commodities is always a cumbersome 
process and is sometimes very confusing. If ten bushels of potatoes 
exchange for one hat, the value of the hat is certainly ten times the 

2. Chap. 10. 
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value of a bushel of potatoes. But it is equally accurate, and de- 
cidedly more convenient, to express this relationship in terms of 
price, saying, for example, that the price of hats is 10 dollars apiece 
and the price of potatoes one dollar a bushel. The exchange ratio 
(or value) of one to ten is the same, whether it is expressed in terms 
of goods or of dollars. 

Prices are accurate measures of values at any given time. But they 
are poor measures of values at different times. If, for example, the 
price of a commodity at one time were compared with the price 
of the same commodity at another time, it would be impossible to 
tell whether there had been a change in the value of the commodity 
without knowing whether there had been a change in general prices, 
commonly spoken of as the price level. This is the case because 
money itself sometimes changes in value, as we saw in our study of 
price levels.^ When prices in general rise, the value of money falls, 
and vice versa. Over considerable periods of time one cannot be 
certain, without actually investigating the situation, that there has 
not been an important change in the price level—that is, in the 
value of money. And if there has been such a change, a comparison 
of the present and former prices of a good gives no indication of the 
extent to which the value of the good has changed, unless the change 
in the price level is duly taken into consideration. 

For example, the price of cotton in 1920 was almost three times 
as high as in 1913. But much of this advance in price is accounted 
for by a decline in the value of money, and not by an increase in 
the power of cotton to command other goods in exchange. Expressed 
in terms of commodities other than money, the value of cotton was 
by no means three times as great in 1920 as in 1913. 

Nevertheless, in our present treatment, it will be convenient to 
express values in terms of money, and we shall so- express them. If 
we are dealing with long-time periods, it must be understood that 
we are assuming that there has been no change in the value of money 
during the period ref erred to— is, that there has been no change 
in the price level. It may be mentioned in this connection that in 
the many exhaustive studies of prices made by various agencies in 
recent years, care has usually been taken to 'correct'’ the prices used, 
so that readers may not be misled by changes that are due to fluctu- 
ations in the price level. When corrections of this kind have been 

2 Chap. 14. 
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made, it is permissible to use prices to express values even over long 
periods of time. 

The Use of Graphs in the Study of Price. The student of eco- 
nomics who wishes to master the principles of price determination 
will do well to undertake, from the very outset, to express his prob- 
lems in the form of graphs. Not only does this method of approach 
render less diflBcult the study of one of the most troublesome phases 
of economic theory, but it has the added advantage of helping one 
to retain in mind the essential features of the principles that relate 
to the determination of individual prices. On this account, we here 
describe briefly the making of demand and supply curves, and in 
later chapters shall show how these curves are used to illustrate 
price determination. 

Demand and Supply Schedules. An exhaustive study of cotton 
prices published by the United States Department of Agriculture ^ 
provides us with data from which we may draw up a demand 
schedule and constmct a demand curve. A demand schedule ( which 
we shall call ''demand'') is a series of quantities of an economic good 
which, in a given market at a given time, would be purchased at a 
corresponding series of prices. Modified slightly, the government 
figures referred to give us the following demand schedule: ^ 



Buyers Stand 

At a Price 

Ready to Buy 

(per lb.) of 

(millions of bales) 

40 cents 

10 

35 ” 

11 

80 ” 

12 

25 ” 

13 

20 ” 

15 

15 ” 

18 

10 ” 

23 


® Bradford B. Smith, “Factors Affecting the Price of Cotton,” Technical Bul- 
letin No. 50, Washington, United States Department of Agriculture, January, 
1928. 

Strictly speaking, a demand schedule is made up of quantities and prices 
at a given time. The figures here used were compiled from the experience of a 
number of years. Tlius it is not a true demand schedule, in the exact economic 
sense of that term. But it is entirely satisfactory for our present purposes, and 
its use should not lead to confusion. All tliat we have done is^to ignore the 
time element in using tliese data. The difficulties of “extracting” the factor of 
time in tlie construction of demand schedules may be seen by reference to 
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Though the Department of Agriculture does not provide a supply 
schedule, we may construct a hypothetical schedule for ourselves, 
ass umin g that cotton would be offered by dealers in the following 
quantities at the prices given; 



Selk^rs Stand 

At a Price 

Ready to Sell 

(per lb.) of 

(millions of bales) 

10 cents 

5 

15 ” 

11 

20 ” 

15 

25 ” 

18 

30 ” 

20 

35 ” 

21 

40 ” 

22 


Thus we see that a supply schedule (which we shall call “supply”) 
is a series of quantities of an economic good which, in a given mar- 
ket at a given time, would be offered for sale at a corresponding 
series of prices. 

Demand and Supply Curves. These schedules may readily be 
converted into demand and supply curves, the demand curve ap- 
pearing as in Fig. 12. 

It will be noted that prices are plotted along the vertical line OY, 
and quantities (bales, in the present instance) along the horizontal 
hne OX. The demand schedule supplies the data for the placing of 
a number of points, each point indicating both a price and a quan- 
tity. The position of each point is determined by the intersection of 
two imaginary lines drawn perpendicularly to OY and OX from 
particular price points and quantity points, respectively. The broken 
lines in Fig. 12 indicate the perpendiculars that fix the position 
of the point for 15,000,000 bales at 20 cents a pound. When a 
point has been supplied in like manner for every item listed in the 
demand schedule, these points are connected by solid lines, and the 
demand curve is complete (see DD). Though only seven prices 
appear in our illustration, it will be understood that a demand curve 
may have an infinite number of quantities and corresponding prices. 

of Demand and Supply, Clucago, University 
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Fig. 12. A Demand Curve. 
(Charted from a demand schedule.) 


The supply schedule may likewise be made into a curve as in 
Fig. 13.® 

Meaning of the Term “Market/’ It should now be noted that 
the word “market” is employed in a special sense by economists. To 
most persons this term suggests a definite place (perhaps a build- 
ing) in which buyers and sellers come together for the transaction 

® The SS curve in Fig. 13 does not have any necessary relation to costs of 
production, but merely shows the prices at which various quantities would be 
offered by sellers. However, the supply curves for long-run supply (which will 
be described in later chapters) are definitely related to costs of production, 
being based on the average costs per unit of the several quantities that appear 
in die supply schedule. We may also note here a fact that will later have de- 
tailed treatment, viz., that long-run supply curves do not necessarily show (as 
does the supply curve in Fig. 13) that progressively larger quantities would be 
offered only at progressively higher prices. Indeed, long-run supply curves may 
slope upward, downward, or move parallel to the OX axis. 
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Millions of bales 
Fig. 13. A Supply Curve. 
(Charted from a supply schedule.) 


of business. The economist, however, uses the word to include any 
region, however large or small, in which buyers and sellers are so 
situated that they may engage freely in the purchase and sale of a 
given good. The market for fresh vegetables, for example, is often 
a very restricted one, because of the perishability of these goods, 
and may be limited to a small village. But such commodities as 
wheat and cotton, which are in demand in many countries and can 
be transported safely and cheaply for great distances, are bought 
and sold in a tuofM market. 

The essential elements of a market, then, are the possession of 
accurate information on market conditions by the parties concerned, 
and the ability to dehver the goods promptly and safely once a sale 
has been made. 
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Market Demand and Market Supply. We shall have occasion 
to use two further terms which require a few words of explanation. 
They are “market demand” and “market supply.” We have spoken 
of a demand schedule (or demand) as being a series of quantities 
of an economic good which, in a given market at a given time, would 
be purchased at a corresponding series of prices. Market demand 
is represented by a single point of a demand schedule; that is, it is 
the quantity of an economic good which, in a given market at a 
given time, would be purchased at a specified price. In like manner, 
market supply bears a similar relation to the supply schedule; it is 
the quantity of an economic good which, in a given market at a given 
time, would be offered for sale at a specified price. 

The Influence of Demand in Price Determination 

The Meaning of “Demand.” The word “demand” is one of 
many which economists use in a special sense. Some persons employ 
this term when what they mean is simply desire. They say, for 
example, that the demand for houses is great, when what they have in 
mind is that there is a desire, on the part of many people, for better 
housing. To the economist, however, there is no such thing as de- 
mand apart from price. Demand to him signifies much more than the 
desire for economic goods. The economic use of the term includes 
not only this desire, but also the willingness and ability to purchase 
the commodity at a stipulated price. It is obvious that the desire of 
a laborer for a palatial residence, a Rolls-Royce car, and a retinue 
of servants, which he may have seen portrayed in motion pictures, 
does not in any way affect the demand schedules for these com- 
modities and services, and does not, therefore, constitute demand in 
the economic sense; for there can be no demand until desire is 
backed up by pmuhasing power. All that has been said in this para- 
graph is entirely consistent, of course, with our technical definition 
of demand as a series of quantities of a good which, in a given 
market at a given time, would be purchased at a corresponding series 
of prices. 

The Law of Demand. Economists who have studied the actions 
of the buying public, as expressed in purchases of economic goods, 
have generalized their findings in the form of a statement known 
as the Law of Demand. According to this law, the quantity of an 
economic good that will be purchased, in a given market and at a 
given time, varies inversely with the price; that is to say, more goods 
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oi a given kind will be bought at a low than at a high price. There- 
fore, the larger the quantity of a good to be disposed of, the lower 
the price must be. This state of afiFairs is shown graphically by the 
general slope of the demand curve, which is toward the right and 
downward, as may be seen by reference to the demand curve shown 
in Fig. 12. If the Law of Demand is correct, a total demand curve 
must always move in this general direction, since a movement down- 
ward indicates lower price and a movement to the right indicates 
increased quantity. 

Causes of the Law of Demand. There are three important fac- 
tors contributing to the relationship between quantity and price that 
is described by the Law of Demand. These factors are: 

1. The principle of diminishing utility. 

2. DijSerences in the desires of individuals. 

3. Differences in the money incomes of individuals. 

Influence of the Principle of Diminishing Utility. We have 

seen that there can be no such thing as demand for a good unless 
there is a desire for the good, for no man will pay a price for a thing 
he does not desire. The amount he would pay rather than go without 
the good measures the intensity of his desire for it, or (to use a 
term employed in Chapter 4) the utility of the good. If, then, a 
person is willing to pay 6 cents for an orange, the 6 cents is a meas- 
ure of the utility of the orange to him. We may take it for granted 
that he expects the gratification yielded up by the orange to justify 
the expenditure of the 6 cents. It may develop that his calculations 
were wrong. He may find, upon consuming the orange, that it 
affords less gratification than a 5-cent apple. He may even discover 
that it gives him indigestion instead of satisfaction. But whatever 
may be his reasons for wanting the orange in the first place and 
whatever the outcome of its consumption, the fact remains that, 
when he made the purchase, 6 cents measured tlie utility of the 
orange to him and influenced his bid for it 

But a willingness to pay 6 cents for a single orange does not 
necessarily mean a willingness to pay as much for a second or a 
third. Indeed, it is a matter of common experience that the more 
units of a given good a man possesses, the less highly does he prize 
each unit of his total stock. A single suit of clothes is extremely im- 
portant in a civilized society, and its utility is correspondingly great. 
It is not so important to have a second suit, and it is still less neces- 
sary to have a third. The utility of the second suit, therefore, is not 
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so great as the utility of the first, and that of the third is still less 
than that of the second. If suits of clothing should be added to one's 
wardrobe until one's personal effects included (say) seventy-five 
suits, as is said to be the case with the Duke of Windsor, the utility 
of each of these suits would obviously be rather slight. That is, any 
one suit could be dispensed with without the owner suffering greatly 
through its loss, though by the man having but two suits, or even 
three, the loss would be felt more keenly. The point is that the more 
units of a good one has, the less importance does one attach to each 
of the units. Another way of putting it is to say that at any given 
time the intensity of a persons desire for a unit of a given good 
diminishes progressively as additional units of this good are acquired. 

This is the principle of diminishing utility, and we may readily 
see how it contributes to the Law of Demand. We have suggested 
that a man who is willing to pay 6 cents for a first orange might 
have a slighter intensity of desire for a second, third, hundredth, 
or thousandth orange. Since he will pay lio more for an orange than 
the amount which measures its utility to him, then clearly as the 
utility of oranges diminishes, his bids for oranges will decline. He 
would take two oranges, let us say, only if oranges were selling at 
5 cents apiece, three if they were 4 cents, four if 3 cents, and five if 
they could be had at 2 cents each. 

If, then, this person were the only one bidding for oranges, the 
demand schedule for oranges would be one orange at 6 cents, two 
oranges at 5 cents apiece, three at 4 cents, four at 3 cents, and five 
at 2 cents. This schedule, it will be seen, illustrates perfectly the 
Law of Demand, since it shows that die quantity that would be pur- 
chased varies inversely with the price. A curve drawn from this 
schedule will, like the demand curve in Fig. 12, slope to the right, 
and downward. It will be apparent, therefore, that the principle of 
diminishing utility is a factor affecting the Law of Demand. 

The Influence of Differences in Desires. Another factor is 
differences in desires. Some people are very fond of oranges and will 
pay high prices rather than do without them, whereas others care 
for oranges only moderately, and still others have so slight a desire 
for this fruit that they can be persuaded to purchase only if the 
price is extremely low. It is entirely possible, for example, that of 
five persons having equal money incomes, one, because of his liking 
for oranges, would be willing to pay 6 cents for a first orange, while 
the second, third, fourth, and fifth members of the group, because 
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of their smaller desires for oranges, would pay, respectively, only 
5, 4, 3, and 2 cents for their firsi: oranges. 

If we were to graph the influence of these differences in desires, 
relating as they do merely to the highest prices at which these five 
individuals would buy oranges, we should again have a curve slop- 
ing toward the right and downward. For our data show that one 
orange would be bought at 6 cents, two at 5 cents apiece, three at 
4 cents, and so on, the number that would be purchased varying 
inversely with the price. Of course, each of these persons, whether 
he would buy his first orange at 6 cents or at 2 cents, will be subject 
also to the principle of diminishing utility, and sooner or later would 
buy additional units of this good only if they could be had at pro- 
gressively lower prices. 

It is evident, then, that the principle of diminishing utility and 
differences in desires both contribute to the Law of Demand, since 
both influence the demand curve in the same general direction. 

The Influence of Differences in Money Incomes. To these 
two influences must be added a third—that of differences in the 
money incomes of individuals. There can be little doubt that some 
members of society who are very fond of oranges must, because of 
limited incomes, do without them when the price is as high as 6 cents 
each. Some who could not afford to buy at 6 cents would doubtless 
come into the market at 5 cents, still others at 4 cents, and so on. 
Moreover, some persons with small incomes who bought a single 
orange each at 6 cents might be induced to buy two if the price 
were 5 cents, or three if oranges could be had at 4 cents apiece. 
The point is that there are people whose incomes, though small, 
would permit them to buy oranges at a low but not a high price. 
It seems safe to say, therefore, that this one factor~the influence of 
differences in incomes—would, if presented in graphic form, give us 
a curve sloping to the right and downward indicating that the num- 
ber of oranges that would be purchased varies inversely with the 
price. 

Because of the operation of the principle of diminishing utility, 
an individual can be induced to buy more units of a given good at a 
low price than at a high price. Because of differences in desires, 
more people can be induced to buy a given good at a low than at a 
high price. Because of differences in the money incomes of indi- 
viduals, more people can be induced to buy a given good at a low 
than at a high price. Combining these three faGtorS;^ we have a com- 
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posite of influences, all of wliich aflEect demand in the same direction. 
This composite gives us the statement known as the Law of Demand, 
which is pictured graphically in the demand curve. The Law of 
Demand applies, of course, to economic goods of all kinds. 

Changes in Demand. Demand, as we have seen, is a series of 
quantities of an economic good which, in a given market at a given 
time, would be purchased at a corresponding series of prices. When 
changes in demand occur, they indicate that there has been a re- 
adjustment of quantities and prices. An increase in demand means 
that at each of the several prices appearing in a demand schedule 
a larger quantity would be purchased now than formerly, or that 


Table IT. Changes in Demand Schedules for Oranges, 
Showing Decreased and Increased Demand 


Price per Orange 

Number of Oranges That Would 

Be Bought 

Decreased 

Demand 

Original 

Demand 

Increased 

Demand 

8 cents 

4,000 

7,000 

10,000 

7 cents 

5,000 

8,000 

11,000 

6 cents 

6,000 

9,000 

12,000 

5 cents 

7,000 

10,000 

13,000 

4 cents 

8,000 

11,000 

14,000 

3 cents 

9,000 

12,000 

15,000 

2 cents 

10,000 

13,000 

16,000 

1 cent 

11,000 

14,000 

17,000 


the same quantity as would formerly have been bought at each of 
these several prices would now be bought at a higher price. A de- 
crease in demand^ on the other hand, means that at each of the 
prices appearing in a demand schedule a smaller quantity would be 
purchased now than formerly, or that the same quantity as would 
formerly have been bought at each of these prices would now be 
bought only at a lower price. It is impossible to express increased 
and decreased demand without resorting to rather involved sen- 
tences, but any difiBculties the reader may have in understanding 
the above statements will disappear promptly if he will follow care- 
fully the descriptive matter in the remainder of the present section. 

Table 17 consists of three demand schedules which show original, 
increased, and decreased demands for oranges. Let us make sure, by 
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reference to these schedules, that the requirements of increased and 
decreased demand are here fully complied with. We note, for 
example, that under the original conditions of demand 10,000 oranges 
would have been bought at 5 cents each. According to our definition 
of increase in demand, ^‘[at 5 cents] a larger quantity would be 
purchased now than formerly^^; and the final column of Table 17 
shows that 13,000 oranges, instead of 10,000, would now be bought 
at this price. Or, to quote the second half of our definition, the same 
quantity as would formerly have been bought at [5 cents] would 
now be bought at a higher price'’; and the table shows that this same 
quantity, 10,000 oranges, would now be bought at the price of 
8 cents each. 

Comparing, next, original demand with decreased demand, we 
find that the figures show that at 5 cents each only 7000 oranges 
would now be taken, as against the former figure of 10,000, and that 
the original quantity of 10,000 would be bought only if the price 
were as low as 2 cents each. Here, then, is a fulfillment of the two 
requirements of a decrease in demand — “at each of the prices 
appearing in a demand schedule a smaller quantity would be pur- 
chased now than formerly” (7000 instead of 10,000 oranges at 5 
cents each), and that “the same quantity as would formerly have 
been bought at each of these prices would now be bought only at a 
lower price” (10,000 oranges at 2 cents instead of 5 cents each). 
A detailed examination of Table 17 shows that increased demand 
and decreased demand, respectively, are here correctly illustrated. 

Fig. 14 presents the situation graphically. DD is the original de- 
mand curve. D'D' is a new curve showing increased demand, and 
another new curve indicating decreased demand. In the 
graphic presentation of demand curves, then, an increase in demand 
is shown by a shift of the curve to the right, and a decrease in 
demand by a shift of the curve to the left. In Fig. 14 it happens that 
the new curves, D'D' and D"D", are parallel to DD, but it should be 
apparent that a new curve, showing increased or decreased demand, 
need not be parallel to the original demand curve. 

An increase in the demand for a good may occur because the 
utility of the good has increased, or because an increase in money 
incomes induces former buyers to purchase in larger quantities or 
new buyers to enter the market. A decrease in demand, of course, 
would result from causes of an opposite nature. In the case of de- 
creased demand, either the good in question is desired less highly 
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than before, or there has been a decline in money incomes which, 
thousjh the utility of the good may remain unchanged, makes it im- 
possible for would-be consumers to purchase as large quantities as 
were indicated in the old demand schedule. (It is scarcely necessary 
to add that an increase or a decrease in demand may be the result 
of more than one cause. ) 

Price per orange 
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Fig. 14. Demand (D), Increased Demand (D'), and Decreased 
Demand (D") for Oranges. ( Compare Table 17.) 

To be Specific, an increase in the demand for oranges might well 
result from an elaborate compaign setting forth the health-giving 
qualities of this fruit. Publicity of this kind would doubtless make 
some people willing to buy more oranges at a given price than they 
would formerly have bought at that price. Or an increase in the 
wages of workingmen might bring the use of oranges within the 
range of many families in which they were formerly unknown be- 
cause of their I’elatively high cost. On the other hand, if an enter- 
prising manufacturer of cigarettes should urge upon the public the 
desirability of smoking cigarettes instead of eating oranges, con- 
ceivably the effect might be a decline in the demand for oranges 
and an increase in the demand for cigarettes. A decline in the wages 
of workers might also bring about a decrease in the demand for 
oranges, since, with reduced money incomes, certain wage earners 









Table 18. An Elastic Demand Schedule, Showing the 
Nature of the Demand for Automobiles 


Price per Car 

Quantity That 
Would Be Bought 

Total 

Expenditures 

$1800 

100,000 cars 

$180,000,000 

1600 

300,000 cars 

480,000,000 

1400 

500,000 cars 

700,000,000 

1200 

700,000 cars 

840,000,000 

1000 

900,000 cars 

900,000,000 

800 

1,200,000 cars 

960,000,000 

600 

1,650,000 cars 

990,000,000 


The demand for luxuries is often elastic, because an appreciably 
smaller quantity of a luxury may be sold at a high than at a low 
price, with the consequence that the total expenditure for the good 
in question would be smaller at the high than at the low price. The 
demand for automobiles may be used by way of illustration. To 
many people an automobile for personal use is regarded as desirable 
but not indispensable. These people will buy cars if the price strikes 
them as moderate, but they will not buy if ttie price seems unduly 
high. Hence, as we have suggested in Table 18, so many automo- 
biles of a particular kind might sell at $600 each that the total 
expenditure for such cars at this low price would exceed greatly the 
if the price were $1800 per car. 

goods, commonly 
as large quantities at 
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would feel compelled to reduce their expenditures for those items 

of food which they might regard as luxuries. 

The Elasticity of Demand. We must now consider the nature 
of the terms “elastic demand” and “inelastic demand.” Elastic de- 
mand is a demand schedule which shows that the quantity of a 
good that would be purchased is so highly sensitive to price that a 
larger total amount would be expended for the good at a low than 
at a high price. Inelastic demand is a demand schedule which shows 
that the quantity of a good that would be purchased is so slightly 
sensitive to price that a smaller total amount would be expended 
for the good at a low than at a high price. If the total expenditure 
for the good would be the same regardless of price, we have a 
demand schedule with an “elasticity of unity.” 
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high as at low prices. Bread is a commodity of this type. The amount 
of bread consumed by the average family is about the same whether 
the price is high or low. This is true also of potatoes and many other 
relatively cheap food products. Indeed, the less expensive the com- 
modity, ordinarily the more inelastic will be the demand for it, and 
vice versa. For if the good is one for which there are fairly satisfac- 
tory lower-priced substitutes, a high price may drive many people 
to the use of these substitutes. If the price of butter is high, some 
who would like to use butter will substitute oleomargarine; but if the 
price of potatoes or bread is high, there are few lower-priced sub- 
stitutes to which buyers can turn, though they may, to be sure, prac- 
tice extreme economy in the use of these goods and thus buy some- 
what small quantities than they would have bought if the prices were 
lower. 

Some articles have an inelastic demand because they play so small 
a part in the average person s budget that even a high price does 
not keep people from buying. Decidedly fewer automobiles would 
sell at $1800 apiece than at $600, since this difference in price forms 
an appreciable percentage of the total income of the average indi- 
vidual. But it is probable that both newspapers and postage stamps 
sell almost as extensively at three or four cents each as at two cents, 
simply because, at the higher prices, the outlay for newspapers and 
postage stamps is an almost negligible item in one's total expendi- 
ture for economic goods. 

Tables 18 and 19 show clearly how demand schedules may be 
tested to ascertain whether they represent elastic or inelastic demand. 
In Table 18 we have a hypothetical demand schedule for automo- 
biles, to which have been added total expenditures for all auto- 
mobiles that would be sold at the several prices listed in the schedule. 
These steadily increasing ‘"total expenditures" show that society as a 
whole would, under the conditions that we have assumed, spend 
more for automobiles at the lower than at the higher prices. The 
social budget for automobiles is sufficiently elastic to induce greater 
total spending for this commodity when the price is low than when 
it is high. Table 18 therefore illustrates elastic demand. 

Table 19 shows a contrary condition. For, although a low price 
for bread (according to the demand schedule) would induce a 
greater consumption of this good, yet the total amount spent for 
bread would be smaller at a low than at a high price. This is the 
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sort of situation that is referred to when we use the expression 
“inelastic demand.” 

Every demand schedule must obey the Law of Demand, and the 
fact that a schedule is elastic or inelastic does not in any way affect 
this requirement. Tables 18 and 19 both show that “at progressively 
lower prices progressively larger quantities would be purchased by 
consumers,” so that both of these schedules clearly conform to the 
Law of Demand. 

Demand is elastic, then, if the total amount spent by society for a 
given good would be larger at a low than at a high unit price; it is 
inelastic if the total amount spent for the good would be smaller at 


Table 10. An Inelastic Demand Schedule, Showing the 
Nature of the Demand for Bread 


Price per Loaf 

Quantity That 
Would Be Bought 

Total 

Expenditures 

16 cents 

5,000,000 loaves 

$800,000 

14 cents 

5,250,000 loaves 

735,000 

12 cents 

5,500,000 loaves 

660,000 

10 cents 

6,000,000 loaves 

600,000 

8 cents 

6,250,000 loaves 

500,000 

6 cents 

6,500,000 loaves 

390,000 

4 cents 

6,750,000 loaves 

270,000 

2 cents 

7,000,000 loaves 

140,000 


a low than at a high unit price. In the case of elastic demand, the 
larger quantity of a good that would be disposed of at a lower price 
as compared with a higher price, would more than compensate for 
the loss of revenue suflFered through the acceptance of the lower 
unit price; in inelastic demand, the larger quantity sold would less 
than compensate for this loss per unit; and in the case of an elasticity 
of unity the loss in revenue per unit of commodity would be fully 
compensated, but no more than compensated, by the larger quantity 
that would be sold at a lower as compared with a higher price. 

It should be noted that a demand schedule may indicate elasticity 
at one point and inelasticity at another. If, for example, Table 18 
showed that, at $800, 1,100,000 cars would be sold (expenditure, 
$880,000,000), and at $600 the sales would be 1,300,000 ( expendi- 
ture, $780,000,000), we should have inelastic demand in this portion 
of the schedule, but elastic demand in the portion containing the 
other prices and quantities. Elastic and inelastic demand curves 



GENERAL FRINCIPLES OF FRIGE DETERMINATION 335 
follow the general downward slope to the right that is characteristic 


of all demand curves. However, there is frequently quite a diflEer- 
ence in the appearance of curves showing elastic and inelastic de- 
mand. Elastic demand is shown in Fig. 15, and we note that the 
downward trend of the curve is quite gradual as compared with that 
of inelastic demand, which is indicated in Fig. 16. But the appear- 
ance of the curve is not the deciding factor, since the appearance 
of the curve depends upon the scale on which it is drawn. The 
real test consists of comparing total expenditures in the manner 


Price (eacb) 


Price per 
loaf 



123456789 101.1 1213141516 
Automobiles (hundreds of thousands) 

Fig. 15. Elastic Demand. 

Shown in the demand for automobiles. 


123456789 10 - 
Bread (millions of loaves); 


Fig. 16. Inelastic Demand. 

Shown in the demand for 
bread. 


we have described. In Fig. 15 the curve DD is elastic throughout, 
whereas the curve DD' is elastic from D to E, but inelastic from E 
to D'. Hence the curve DD' pictures the change from elastic to in- 
elastic demand, which sometimes occurs and which was explained 
in the preceding paragraph. We shall have occasion to refer to elastic 
and inelastic demand in our further discussion of price determina- 
tion. 


Value is the power of a good to command other goods in exchange. 
Frice is value expressed in terms of money. 

Demand (that is, schedule demand) is a series of quantities of an 
economic good which, in a given market at a given time, would be 
purchased at a corresponding series of prices, 

Stfpplj/ (that is, schedule supply) is a series of quantities of an 
economic good which, in a given market at a given time, would be 
offered for sale at a corresponding series of prices. 
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A market is any region in which buyers and sellers are so situated 
that they can engage freely in the purchase and sale of a given eco- 
nomic good. ^ ^ ; 

Market demand is the quantity of an economic good which, in a 
given market at a given time, would be purchased at a specified 

price. 1.1. 

Market supply is the quantity of an economic good which, m a 

given market at a given time, would be offered for sale at a specified 
price. 

Law of Demand: In a given market at a given time, the quantity 
of an economic good that will be purchased varies inversely with the 
price. 

Elastic demand is a demand schedule which shows that the quan- 
tity of a good that would be purchased is so highly sensitive to price 
that a larger total amount would be expended for the good at a low 
price than at a high price. 

Inelastic demand is a demand schedule which shows that the 
quantity of a good that would be purchased is so slightly sensitive to 
price that a smaller total amount would be expended for the good at 
a low price than at a high price. 


1. Why is “price” important in a society in which specialization is 
highly developed? 

2. Define “value.” 

3. Give a specific illustration (not taken from the text) of value. 

4. Define “price.” 

5. Why is value usually expressed in terms of money? 

6. Are prices accurate measures of values? Explain. 

7. What is the purpose of “correcting” prices, as is often done in price 
studies? 

8. Define “demand.” 

9. Define “supply.” 

10. Give synonyms for both “demand” and “supply.” 

11. Exactly what is a demand curve? A supply curve? 

12. Define “market.” Give examples of several types of markets. ^ 

13. Distinguish between “demand,” “schedule demand,” and “market 
demand.” 

14. Distinguish between “supply,” “schedule supply,” and “market sup- 
ply.” 

15. State the Law of Demand. 

16. What is the general direction of a demand curve? Why? 

17. To the economist the word “demand” signifies much more than the 
mere desire for economic goods. Explain. 
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18. What are the three factors contributing to the situation described by 
the Law of Demand? 

19. Explain the principle of diminishing utility. 

20. We speak of differences in desires for economic goods as a factor 
influencing demand. Give some concrete examples indicating that 
such differences really exist. 

21. Explain the manner in which differences in money incomes affect 
demand. 

22. Precisely what is meant by an increase in demand? By a decrease 
in demand? 

23. How are increased demand and decreased demand, respectively, 
indicated on a demand graph? 

24. Explain economic conditions under which an increase in demand 
might take place. A decrease in demand. 

25. What are (a) “elastic demand,” (b) “inelastic demand,” and 
(c) “elasticity of unity”? 

26. Give examples of two commodities for which you should expect the 
demand to be elastic. Two for which the demand is inelastic. 
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77 . Price Determination in the 
Short Run 


Oomeone has been so unkind as to satj that a parrot could be made 
into a passably good economist simply by teaching him to answer 
‘supply and demand” to every question that might be put to him. 
This statement, we believe, will scarcely be taken literally by the 
reader who has given careful consideration to the material we have 
covered thus far. Nevertheless, it serves to emphasize the vital part 
played by supply and demand in the determination of individual 
prices. And the significance of supply and demand needs to be em- 
phasized, for the prices of all economic goods are determined by the 
conditions of supply and demand. This statement, however, comes 
pretty close to being meaningless unless one has an understanding 
of the nature of supply and demand, and of the factors affecting these 
two determinants of price. We have already had a good deal to say 
about demand, and shall devote the greater part of several chapters 
to a study of supply which will provide us with abundant food for 
thought. 

Equilibrium of Demand and Supply, But our examination of 
supply will be simplified if, before entering upon it, we illustrate 
clearly the statement that price determination hinges upon the rela- 
tionship between supply and demand. In the previous chapter we 
looked into the making of supply and demand schedules and supply 
and demand curves. The two schedules for cotton there constructed 
may be put into a single table, as shown in Table 20. They may also 
be illustrated graphically in a single chart, as in Fig. 17. Here, it will 
be observed, we have brought together the demand and supply 
curves that were shown separately in Figs. 12 and 13. 

Table 20 shows that there is only one price at which buyers would 
take exactly the same quantity of this good as sellers would offer. 
This price is 20 cents a pound, and the quantity is 15 million bales. 
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Table 20. Supply Schedule and Demand Schedule 
FOR Cotton 


Price per Pound 

Supply 

(quantities that 
would be offered) 

Demand 
(quantities that 
would be purchased) 


5 million bales 

23 million bales 

15 cents 

11 million bales 

18 million bales 

20 cents 

15 million bales 

15 million bales 

25 cents ' 

18 million bales 

13 million bales 

30 cents 

20 million bales 

12 million bales 

35 cents 

21 million bales 

11 million bales 

40 cents 

22 million bales 

10 million bales 




Fig, IT'. Equix.ibbjum of Demand and Supply in the Short Run, Under 
Competitive Conditions. 
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We have here an equilibrium of demand and supply, and it is through 
an equilibrium of this kind that price is indicated. Fig. 17, since it is 
a graphic representation of Table 20, shows precisely the same thing. 
Equilibrium of demand and supply is here effected at the point at 
which the demand and supply curves intersect, and this point, P, 
indicates that 15 million bales would be offered for sale and 15 mil- 
lion bales would be taken at the price of 20 cents a pound. 

It should be clear, then, that in attempting to ascertain the price 
of a good under any given set of conditions, we must keep a sharp 
lookout for the point at which market demand is precisely equal to 
market supply. In the pages that follow, we shall look into price 
determination under perfect and imperfect competition, and com- 
plete and partial monopoly, and we shall examine prices in the 
‘‘short run,” 'long run,” and “period of current production.” But in 
all the complications that beset the student of price theory, he may 
perhaps get some comfort, and some assistance as well, from the 
realization that every price is determined by the forces of supply 
and demand, and that in most instances price can be indicated by 
an intersection of supply and demand curves. 

Competitive Price in the Short Run 

Meaning of the ‘‘Short Run.” We have referred above to the 
short ran, long ran, and period of current production. The long ran 
and period of current production will be described later. The short 
ran, with which we are to deal immediately, may be defined as a 
period of time in which there exists a fixed stock of a given economic 
good. The stock of a good is the total quantity in existence and avail- 
able for sale at a given time; a fixed stock is a stock which cannot bo 
increased, and cannot be decreased except by sale. 

This assumption of a short-run condition—of a fixed stock of an 
economic good~is certainly not an assumption contrary to fact. At 
any given moment the stock of every commodity is fixed, and, in the 
case of many commodities, the stock cannot be increased quickly. 
This is particularly true of agricultural products; the world stock of 
cotton, for example, cannot be enlarged until the coming of the next 
harvest, and consequently the condition is one of fixed stock until 
the new crop arrives. It is equally true that the stocks of some types 
of manufactured goods cannot be added to very quickly because they 
are made by exceedingly roundabout processes, the finished com- 
modities maturing slowly from the raw materials. In general, how- 
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ever, man s efiForts to speed up production are less often interfered 
with in manufacture than in agriculture, since manufacture is more 
largely independent of natural conditions, such as rainfall and tem- 
perature, 

Short-Rum Price and Costs of Production. The costs incurred 
in producing goods are of great importance in the determination of 
price in the long run and the period of current production, and will 
be dealt with in due time. They play no direct part, however, in price 
determination in the short run, so that it will not be necessary to take 
them into account in our examination of short-run price. Costs of 
production can influence price only by affecting the quantity of a 
good that will be produced in the future. Thus, the prospect of get- 
ting a price in excess of costs of production will lead enterprisers to 
produce large quantities of the good, while the fear of having to take 
a price lower than costs of production will naturally lead them to 
limit their output, or perhaps even to quit producing entirely, to 
avoid incuiTing losses. 

Once the good has been produced, however, it is beyond the influ- 
ence of the costs of production. The question that then arises, as we 
shall see, is the price at which the existing stock of the good can best 
be disposed of, and the answer need have no relation to the cost at 
which the good was produced. It is wholly a matter of marketing the 
good to the best advantage— of getting as much as possible for the 
stock, regardless of whether this amount is greater or less than, or 
exactly equal to, the costs of production. 

Equilibrium of Demand and Supply in the Short Run. Let 
us now examine a specific instance of short-run price determination, 
using the data given in Table 20 and Fig. 17 and assuming that they 
relate to the shoit-mn supply of and demand for cotton in a given 
market. Here we have a fixed stock of 22 million bales. The demand 
curve illustrates the well-established fact that larger quantities would 
be purchased at a low price than at a high price; the supply curve 
shows, on the other hand, that larger quantities would be offered 
at a high than at a low price. Combining these two curves, we get 
an equilibrium at the point P, the distance of which from the hori- 
zontal line, OX, indicates short-run price, which is often spoken of 
as "market price.'' It may be remembered from Chapter 16 that this 
point, P, also marks the intersection of two perpendiculars drawn 
from the vertical line OY and the horizontal line OX, respectively. 
This being true, the line AP, measuring price, must equal its parallel 
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OB, and the price per pound at which 15 million bales will sell is 
20 cents. 

P is the only point on the chart at which the demand and supply 
curves meet; that is to say, 20 cents a pound is the only price at 
which buyers are willing to buy exactly the same amount that sellers 
are willing to sell. It is the one and only price in the demand and 
supply schedules (and consequently in the demand and supply 
curves ) at which 15 million bales of cotton will be both oflFered and 
purchased. It is the outcome, on the part of the buyers and sellers, 
of a comparison of satisfactions and sacrifices, which is a condition of 
exchange essential to an actual trade transaction. 

The Process of Bargaining. What takes place, in effect, is a 
process of bargaining. Sellers would like to secure as much as 22 
cents a pound (see P') or even more, and they may at first ask this 
high price; but they soon discover, from the sluggishness of the 
market, that unless they lower the price they will be left with very 
considerable quantities of cotton on their hands. They then proceed 
to weigh the relative advantages of disposing of their holdings at 
once at a lower figure or, on the other hand, of retaining their 
holdings for a time in the hope of obtaining a better price. 

In reaching a decision, the sellers ask themselves some such ques- 
tions as these: What are the chances that the price of cotton will go 
up instead of down? How promptly is the higher price likely to be 
obtainable? How much will the storage charges for this period 
amount to? Is there a probability that the cotton will deteriorate in 
the meantime, and if so, to what extent? And so on. If, having sur- 
veyed the present situation and taken into account future prospects, 
the sellers of cotton come to the conclusion that it would be unwise 
to postpone the sale of their holdings, they will gradually reduce their 
quotations, and their asking prices will move toward the point P. 

Buyers, on the other hand, may try to buy at as low a price as 18 
cents (see P")^ but, discovering that purchases cannot be made at 
this figure, they gradually increase their bids, so that demand prices 
likewise move toward P. The final outcome, if our chart represents 
conditions accurately, is a meeting on the common ground, P, which, 
as we have already noted, is called the equilibrium of demand and 
supply. The point P, as we have said, indicates short-run price, or 
market price. These two terms may be used interchangeably. 

Competition and Monopoly. Short-run price is arrived at 
through a process of bargaining, and bargaining is seen at its best 


miGE DETERMINATION IN THE SHORT RUN 343 

when there is competition among sellers to dispose of their goods, and 
among buyers to get possession of these goods. Competition is a 
market condition in which there are many buyers and sellers^ so 
that the actions of any one buyer or any one sdler will not have any 
effect upon price. Competition assumes the absence of combinations 
among sellers and among buyers. It assumes, moreover, that every 
buyer and every seller is well informed as to the activities of other 
buyers and sellers, and that all units of the good under consideration 
are exactly alike, so that there is no reason why a buyer would rather 
purchase from any one seller than from another. 

Much of our discussion of price determination will assume the 
existence of free competition, as we have just described it. But com- 
petition, it must be confessed, is not always free and unhampered. 
It sometimes, though not often, happens that potential buyers, decid- 
ing that prices are too high, agree among themselves not tO' make 
purchases until prices are lowered. The effect is to bring the prices 
down, a result which is brought about when sellers find it imperative 
to secure funds with which to meet their financial obligations. There 
were several instances of concerted action of this kind during World 
War I and following both that war and World War II. 

Much more common than agreements among buyers are those 
among sellers of goods, which have the effect of raising prices 
through a slirewd regulation of the quantity of a given commodity 
that is offered for sale. This practice, carried to its extreme, gets into 
the field of complete monopoly; and monopoly price (as we shall 
see later), though deteraiined by conditions of demand and supply, 
is peculiar in that the quantity offered for sale is controlled either 
naturally or artificially, being in the hands of a single seller or very 
few sellers. Under monopoly conditions there is bargaining between 
sellers and buyers, but the buyers bargain at a disadvantage because 
of the absence of competition among sellers. 

It will be well at this point to emphasize the fact that the only 
way price can be influenced is through some action affecting either 
the quantity of a good that purchasers are willing to buy or the 
quantity that sellers are willing to offer. If consumers wish to beat 
down the price of a good through unified action, they must do it by 
limiting their purchases, that is, by bringing about a decrease in 
demand such as is illustrated in Fig. 18 of the present chapter. 
Sellers, moreover, can secure higher prices only by decreasing -the 
quantity offered for sale, as is shown in Fig. 19. This statement ap- 
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plies equally to competitive and monopoly conditions. We see, then, 
that supply and demand are all-important factors in the determina- 
tion of individual prices. 

A Note on Our Method of Approach, It is quite possible that 
some readers, by the time they have completed our treatment of 
price determination, will feel that undue emphasis has been placed 
upon perfect competition and complete monopoly, particularly in 
view of the fact that we admit frankly that these two extreme con- 
ditions are seldom found in the actual market place. But we have 
adopted our method of procedure deliberately. We believe, with 
Professor Schumpeter, that "the theory of perfect competition [and 
complete monopoly] still remains a useful and almost indispensable 
background with which to compare, and therefore by which to 
understand, any other situation, however far removed it may be 
from it." ^ We are convinced that the forces underlying price deter- 
mination can best be understood by studying in detail their operation 
under assumed conditions, and then examining ( as we do in Chap- 
ters 20 and 21 ) conditions which differ from our original assump- 
tions, and noting the effects of these deviations upon our earlier 
conclusions. 

The Law of One Price, If buyers and sellers in a given market 
are well informed (as is implied in the economic concept of a mar- 
ket), and free competition exists (as is also assumed except when 
monopoly price is being considered), we have the conditions that 
lead to the operation of the Law of One Price. This law states that 
there can be but one price for a given good in a given market at a 
given time. Reverting to the chart illustrating the conditions of 
demand for and supply of cotton, we may ask why, since some 
buyers could (and would, if necessary) pay more than 20 cents 
for cotton, virtually the total quantity disposed of must sell at as 
low a price as 20 cents; and why, on the other hand, since some 
sellers, if necessary^, would sell at less than 20 cents, all of the cotton 
sold brings so high a price. 

The answers lie in the fact that no buyer will knowingly pay more 
than necessary and no seller will take less, and as a consequence 15 
million bales can be disposed of only if the price is 20 cents. If this 
quantity were thrown upon the market at different times, different 
prices might be paid, but competition among sellers prevents this 
method of marketing. If, for example, only 12 million bales were 

^ Joseph A. Schumpeter, in Journal of Political Economy, April, 1934, p. 249. 
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first offered for sale, they would be taken at 30 cents a pound, as is 
shown by the chart; but the dealers having the remaining three 
million bales, anxious to share in this high price and willing to accept 
any figure not lower than 20 cents, would quickly throw their hold- 
ings upon the market, and the price would inevitably drop to 20 
cents. As a consequence of this method of marketing, there can be 
(with a very few exceptions ) but one price— a price which is dictated 
by the relative conditions of supply and demand. Competition among 
buyers tends to force the price up, and competition among sellers 
tends to drive it down. 

Deviations from Short-Run Price. Though 20 cents a pound is 
the price at which the great bulk of this quantity of cotton must 
sell, this does not mean that there may not be occasional cases of 
sales at prices either higher or lower than 20 cents. For the equilib- 
rium of demand and supply is arrived at through the trial and error 
method known as bargaining. In the process of bargaining it is en- 
tirely probable that some few buyers, in order to be certain of getting 
enough cotton to meet their needs and not knowing just how low 
the price will go, will make their purchases before the actual equi- 
librium takes place, and as a result will pay a somewhat higher price 
than would have been necessary, say as much as 21 or 22 cents. It is 
likewise possible that some sellers, willing to take a lower price than 
20 cents if necessary, will dispose of their individual supplies of 
cotton at a little less than they might be able to get if they were 
to hold out somewhat longer. 

For the demand curve shows clearly ( as has already been pointed 
out) that some buyers stand ready to buy at a higher price than 20 
cents, if it should seem necessary to pay more than that amount; and 
the supply curve shows that some sellers will sell at less than 20 cents 
if doubt arises as to their ability to secure so high a price. However, 
these unwise and unnecessary sales and purchases will be relatively 
few; and it seems probable that, as a usual thing, the sales that take 
place at prices above the point of equilibrium are counterbalanced 
by those that take place at prices below that point. These deviations 
from the short-run price dictated by the true conditions of demand 
and supply are due, of course, to imperfections in competitiouj, 
attributable in turn to ignorance of actual market conditions. Short- 
run price, then, is an ideal price which would prevail under con- 
ditions of perfect competition. In the absence of ideal conditions, 
actual prices fluctuate about short-run price, some sales taking place 
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at esxactly that figure, but others at somewhat lower prices and still 
others at somewhat higher prices. 

The Law of Supply and Demand- It should be evident, from 
what has been said thus far, that price is the result of certain inter- 
actions of supply and demand. These important forces, supply and 
demand, will be examined further in the next few chapters. We may 
well conclude our observations on short-run competitive price de- 
termination with a generalization known as the Law of Supply and 
Demand. This law states that value (or price) varies directly with 
demand, and inversely with supply. (The reference is to schedule 
supply and demand.) Expressed in non-technical language, this 
means that if supply remains constant, an increase in demand will 
result in a higher price, whereas a decreased demand will bring a 
lower price; and if demand remains michanged, an increase in supply 
will result in a lower price, but a decreased supply will drive the 
price up. 

In actual experience, of course, neither demand nor supply is 
likely to remain absolutely unchanged; but it is not diflBcult to find 
mstances of one of these forces increasing or decreasing much more 
rapidly than the other, with the effects that are predicted in the 
law of Supply and Demand. At the outbreak of the World War I, 
for example, there was a sharp decrease in the demand for cotton, 
owing to a dedine in the manufacture of cotton cloth in England 
and elsewhere, with the result that cotton prices slumped; at the 
same time, there was a tremendous increase in the demand for steel 
which was required for munitions, shipbuilding, and so on, and 
prices for steel rose to unprecedented figures. Here we have concrete 
examples of the truth of the statement that price varies directly 
with demand. That price varies inversely with supply is illustrated 
by the behavior of dye prices during that war. With a limitation 
of the quantity available because dyes could not be imported from 
Germany, the price in the United States soared to dizzy heights. 
But an increase in supply depresses price. An unusually large crop of 
apples, or other agricultural products, again causes price to vary 
inversely with supply; and in a case of this kind, since supply is 
increased, the price of the commodity is driven down. 

The tendency of price to vary directly with demand and inversely 
with supply is shown graphically in the two simple diagrams given 
here. The charts show hypothetical conditions of supply and demand 
for sugar in a given market. In Fig. 18 the sbort-mn price, or market 
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price, as indicated by the intersection of the supply and demand 
curves, is 1232 cents a pound. If, now, supply remains unchanged 
while demand shifts, we find that price moves directly with demand. 
If demand increases, as is shown by the curve D'D', price increases 
to 15 cents a pound. If demand decreases, as is indicated in the 
demand curve D"D", price also decreases, and sugar sells at 10 
cents a pound. 
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Fig. 18. Price Changes Caused by Fig. 19. Price Changes Caused by 
Changes in Demand. Changes in Supply. 


Fig. 19 illustrates the second part of the Law of Supply and De- 
mand. In this diagram, demand remains constant while changes in 
supply take place. If supply decreases, as is shown in the S'S' curve, 
the price rises from 12/2 cents to 15 cents; and if supply increases 
(see S"S"), the price declines from 12/2 cents to 10 cents a pound. 
Thus we see that price varies inversely with supply. 

It will be clear that simultaneous changes in supply and demand 
may result in the effect of one change being cancelled by the effect 
of the other. If we assume an increase in demand such as is indicated 
by in Fig. 18, to be accompanied by an increase in supply of 
the size pictured in Fig. 19, we find that the tendency of price to 
rise because demand has increased is counteracted by the tendency 
of price to drop by reason of increased supply, with the equilibrium 
of supply and demand, and therefore the market price, remaining 
unchanged at the fonner price of 12/2 cents a pound. 

Monopoly Pkice in the Short Run 

Earlier in the chapter, we noted that the costs of production play 
no direct part in price determination in the short run. The truth 
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of this observation about costs is seen with particular clarity in an 
examination of monopoly price in the short run. 

Monopoly and the Limitation of Goods. In considering short- 
run competitive price, we assumed the existence of a stock of goods 
which could not be increased, nor could it be decreased except by 
sale. None of this fixed stock, for example, could, under competitive 
conditions, be destroyed with the thought of thus limiting the quan- 
tity and raising the price. For under competition the sellers are 
entirely independent of one another, and no one seller will be willing 
to destroy his holdings and deny himself the return, however small, 
which he could realize from its sale even at a very low price. Hence, 
under competition the stock will not be reduced except by sale. 

But if there is only one seller in the market~a case of complete 
monopoly— or if the sellers, though numerous, ‘‘get together' and 
agree that each will destroy a stated percentage of his holdings, it 
may be possible through this limitation of quantity to raise the price 
substantially. It should be added that concerted action on the part 
of several sellers, as described above, falls clearly under the heading 
of monopoly, since it constitutes an interference with free com- 
petition. 

Determination of Short-Run Monopoly Price. Let us now 
note the difference between short-run price determination under 
monopoly, and under competition as already explained. We shall find 
it convenient to use first the data examined in our study of short-run 
competitive prices for cotton. Considering, then, the case of cotton, 
we now assume that the total stock of 22 million bales is controlled 
by one individual, a monopolist, instead of by a number of com- 
peting sellers, as in the original illustration. The conditions of demand 
are assumed to remain unchanged. How, then, does the introduction 
of monopoly control affect the situation? The answer is that every- 
thing depends upon demand and its relation to the quantity the 
monopolist— who now controls the entire stock— decides to sell. The 
quantity the monopolist disposes of will materially influence the 
price, whereas under competitive conditions no one seller exercises 
a sufficiently extensive control over supply to enable him alone to 
affect the situation appreciably. 

Since the costs of production of this stock of cotton have already 
been incurred, the monopolist will aim to sell the stock in such a 
way as to bring him ^e greatesit possible total gross return, regardless 
of what the cotton cost him. The costs of production therefore will 
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have no part in determining the short-mn monopoly price. The con- 
siderations influencing the monopolist will be similar to those which 
we said, earlier in the present chapter, would affect competitive 
sellers in deciding upon quantities to sell; that is, the monopolist 
will consider the possibility of getting a better price by holding all 
or a part of his stock until a later time, the promptness with which 
this better price is likely to be realized, the cost of storing the cotton 
until this later date, the chance that the cotton may deteriorate, 
and so on. 

But an examination of the demand schedule for cotton, which ap- 
pears in Table 20, indicates that the quantity that would bring the 
greatest possible total return is the smallest quantity in the entire 
demand schedule. For 10 million bales would sell for a greater total 
amount than 11, 12, 13, 15, 18, or 23 million bales. It is obvious, 
therefore, that the monopolist would not, under these conditions, 
sell more than 10 million bales; and if he decided to sell this amount, 
the price would be 40 cents a pound. The 12 million bales remain- 
ing from the original stock of 22 million bales would in this event 
be left in the monopolist’s hands at the close of this short run, and 
would thus form a part of the stock of the ensuing period. 

Of course, there is a possibility that this monopolist, expecting 
the price of cotton to be extremely high in the future, will decide to 
sell none of his stock, in which event the whole 22 million bales 
would remain unsold and would enlarge the stock of the following 
period. However, should he dispose of 10 million bales, which is 
certainly the lai*gest quantity he would sell, his monopoly control 
would bring him monopoly profits at the expense of society— unless 
his costs of production happened to be as high as 40 cents a pound. 
From the social point of view, then, this monopoly situation would be 
less desirable than competition, in two ways: First, it would result 
in only 10 million instead of 15 million bales being made available 
for consumers; and, second, it would lead to consumers paying more 
for their cotton than they would have to pay under competition— 
that is, 40 cents a pound instead of 20 cents. 

Price Determination for Fixed Supply. We now consider price 
determination for fixed supply, which is a special case of short-mn 
supply and may be defined as a qmntity of a good that must be 
sold at a given time ( if it is to be sold at all) at whatever price can 
be obtained for it. 
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Let us assume, by way of illustration, that there is a fixed supply 
of 10,000 quarts of strawberries in a local market on a given Satur- 
day and that the berries will spoil if an attempt is made to hold 
them over until Monday. Table 21 is the demand schedule covering 
the situation. 

Under competitive conditions, the whole of this fixed supply must 
be sold, even though a part of it would bring in larger total receipts 
than the whole. This is true because it is in the hands of competing 
sellers, none of whom will destroy all or part of his holdings without 


Table 21. Total Receipts Obtainable from Sales 
OF Strawberries at Various Prices 


Price per Quart 

Quantity That 
Would Be Bought 

Total 

Receipts 

30 cents 

7,000 quarts 

$2100 

25 cents 

8,000 quarts 

2000 

20 cents 

9,000 quarts 

1800 

15 cents 

10,000 quarts 

1500 

10 cents 

11,000 quarts 

1100 

5 cents 

12,000 quarts 

600 


a corresponding sacrifice on the part of all sellers. Nor, under com- 
petitive conditions, could they agree upon a pro rata destruction of 
their several holdings, for such an agreement would turn competition 
into monopoly. Therefore, we may be sure that under competition 
this fixed supply of 10,000 quarts of strawberries would sell at 15 
cents a quart, since that is the highest price at which the total stock 
of 10,000 quarts could be disposed of. 

But under monopoly conditions, which we are now considering, 
the monopolist is in a position to destroy part of his stock if he finds 
that it would pay him to do so. If, then, we wish to arrive at the 
price a monopolist will charge for a commodity which, because it is 
perishable or for some other reason, be sold at a given time if 
it is to be sold at all, we need only calculate the total receipts thQ.t 
nould be obtained by selling, at the prices appended, the several 
quantities listed in the demand schedule. The quantity which, at 
the price given, will yield the largest total receipts is, under the 
conditions stipulated, the quantity the intelligent, self-seeking mo- 
liopolist will place upon the market. Whenever this quantity is 
smaller than the total stock of the good, it will be profitable to 
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withhold the excess or even to destroy it to keep it from ‘‘spoiling 
the market.” ^ 

Referring again to Table 21, we see that the conditions of demand 
are such that the largest amount that can be realized by a monopolist 
controlling this stock of 10,000 quarts of berries is $2100. This 
amount can be had by selling 7000 quarts at 30 cents a quart. What 
will happen to the remaining 3000 quarts need not concern us here. 
What we may be certain of is that the monopolist will not allow 
them to reach the market; for the demand schedule shows that the 
quantity that will bring maximum total receipts of $2100 is 7000 
quarts, and the monopolist, to reap the full benefits of his naonopoly 
position, must limit his sales to that quantity. To sell 8000 quarts, 
for example, would mean a loss of $100, and to sell 10,000 quarts— 
his complete stock— a loss of $600. 

Social Consequences of Monopoly GontroL From these hypo- 
thetical cases of short-run prices under competitive and monopoly 
conditions, it is evident that monopoly may lead to high prices. Our 
competitive price for cotton is 20 cents a pound, and the monopoly 
price 40 cents. The competitive price for strawberries is 15 cents 
a quart, while the monopoly price is 30 cents. It appears that the odds 
are practically all in favor of short-run monopoly price being higher 
than short-mn competitive price. There is a bare possibility that the 
two might be equal, but this could occur only if the monopolist 
decided to sell precisely the quantity that would be indicated by the 
intersection of the demand and supply curves under conditions of 
competition. 

Since, in the short mn, the existence of monopoly may easily lead 
to the destruction of economic goods in order to secure larger returns 
than could othei-wise be had, monopoly clearly appears to be socially 
disadvantageous. But it is only fair to add that, in the long run, 
certain wastes of competition can sometimes be eliminated by 
monopoly control, as we noted in Chapter 8. Whether the public 
will benefit by such economies depends largely upon whether there 
is adequate governmental regulation of those industries which are 
not regulated by the force of free competition. On this point we 

^Time, The Weekly N eivsmagazine (August 20, 1934, p. 15) tells of 'T30 
big French fishing smacks [that] put to sea at Douamenez last week, every 
smack loaded to the gunwales with sardines. ... A few hours later the 1,000,- 
000 little dead fish had been tossed into the sea ... to force French sardine 
buyers, who had offered She per lb., to pay the fisherman's agreed price of 6^." 
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shall have more to say when we discuss monopoly price in the 
long run. 


1. Define “equilibrium of demand and supply.” 

2. Define "‘short run.” 

3. What is the relation between short-run price and costs of produc- 
tion? 

4. Why cannot short-run price be higher than the figure indicated by 
the equilibrium of demand and supply? Why can it not be lower? 

5. What considerations influence sellers in deciding the price at which 
they will sell, and the quantity which they will offer at this price? 

6. What considerations influence buyers in deciding the price at which 
they will purchase, and the quantity which they will buy at this 
price? 

7. State and explain the Law of One Price. 

8. State the Law of Supply and Demand. 

9. Demonstrate that Figs. 18 and 19 illustrate the workings of the 
Law of Supply and Demand. 

10. Distinguish between fixed stock and fixed supply. 

11. How is price determined under conditions of fixed supply? 

12. Is it correct to say that supply plays a part in determining price if 
the supply is fixed? Explain. 

13. Why does an examination of short-run monopoly price illustrate 
especially well the fact that costs of production play no part in price 
determination in the short run? 

14. What is the relationship between monopoly and competition? 

15. Given (under conditions of fixed supply) a demand schedule for 
a commodity, how can we determine the price a monopolist will 
charge if he takes full advantage of his monopoly position? 

16. From our hypothetical examples of short-run monopoly price, what 
would you say as to the social consequences of monopoly control in 
the short run? 

References for Further Reading 
See list of references at the end of Chapter 16. 


18 . An Inquiry into the Costs 
of Production 


Jhus far in our study of individual prices we have had no occa- 
sion to look into the costs of production of economic goods. We 
have simply taken for granted the existence of a quantity of a given 
commodity and tried to ascertain how, with a definite amount of a 
good available in a given market, the selling price of this good would 
be determined. The condition assumed was one of fixed stock— a 
stock incapable of being increased within the specified time limit, 
but one from which there would be placed upon the market such a 
quantity of the good as appeared to the individual sellers most likely 
to bring in the largest total receipts for their shares of the entire 
stock. These receipts would include, of course, not only the amount 
received from, sales made during the short run^ but also whatever 
was realized from the later sale of any part of the stock that might 
have been left over at the close of the short-run period. 

We now give some attention to the question of future production, 
and its effects upon price determination. This inquiry leads us into 
the field of costs of production, which consist of all payments that 
must be made for the use of productive agents needed in the opera- 
tion of a given type of enterprise. 

General Items Entering into ‘‘Costs.” The expenses that com- 
prise costs of production are rent paid to landowners, wages to 
laborers, interest to capitalists who lend funds for the purchase of 
plant and equipment, and an adequate remuneration to managers for 
directing the work of turning out and disposing of the product of the 
industry. But some enterprisers, in figuring their costs, show a tend- 
ency to overlook some of these items, and as a consequence have 
only a vague notion of their total costs of production. When a busi- 
ness man has to pay out to others rent for the use of land, interest 
for the use of funds invested in capital, and wages for labor and 
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management, he is pretty eertain to include these items in his costs 
of production. But if, as often happens, he is using some land or 
capital of his own, or is himself actively managing the enterprise, 
there is a possibility that some of these items will be neglected in 
figuring the costs of doing business. 

Such costs as are represented by rent and interest must be included 
in total costs of production, even though a business man owns out- 
right all the land and capital he is using in his enterprise. For, in this 
event, he as a business man is paying himself as a landowner a sum 
that should appear as rent; and he is paying himself as a capitalist 
an amount that should enter into costs of production as interest 
It matters not, then, whether land and capital are owned by the 
enterpriser himself or borrowed from others. A tme understanding 
of total costs can be obtained only if, in calculating his costs of 
production, a business man sets down against the goods produced 
not only actual cash outlays, but also whatever amounts he could 
secure from others for land and capital owned by himself and used 
in his business. Moreover, the managerial ability that he expends in 
his own business must be charged for, since this ability, like the land 
and capital that he owns and uses in his enterprise, would doubtless 
command a price from other enterprisers, if it should be thinwn upon 
the market. 

If a man can command a payment from others when they use his 
land, capital, and services, he is surely ’|ustified, when using these 
things in his own business, in including in his costs of production 
an amount as great as he could obtain for these same items elsewhere. 
Indeed, he cannot know his costs accurately unless he does make a 
charge for the use of his own productive factors as well as for those 
that are owned by others. If he is working wholly with rented land 
and borrowed funds, and makes sure to enter against the business a 
charge for his own personal serviees, there is little likelihood of 
falling into error. For the enterpriser is fairly certain to set down 
among his costs of production aU actual cmh outlays; it is only those 
payments that he makes, or should make, to himself that are likely to 
be overlooked. 

Specific Items ©f ^‘Costs.” But a business man, in reckoning his 
costs, usually includes in his expenditures considerably more than 
four items. Not only rent, interest, wages of labor, and wages of 
management, but suA items as raw materials, power, light, trans- 
portation, advertising, insurance, legal services, taxes, and deprecia- 
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tion and upkeep of plant, are likely to find a place in Ms calculations. 
This fact, however, does not invalidate our statement that costs of 
production are made up of payments for the four factors of pro- 
duction. For each of these specific items—such, for example, as trans- 
portation-can be broken down into its elements; and when this is 
done it will be discovered that each of the items is itself the product 
of land, labor, capital, and management. In the final analysis, then, 
these are the factors of production that must be paid for if produc- 
tion is to be carried on; and the sum total of the payments for these 
factors constitutes the costs of production. 

Opportunity or Alternative Costs. We shall see later that the 
price of a good is often closely related to the costs involved in 
pi’oducing the good. These costs, in turn, are composed of the pay- 
ments that must be made for the use of the several factors— land, 
labor, capital, and business management— that are essential to the 
production of the good. But we are not yet out of the woods, for 
we have still to discover what it is that determines the amounts that 
owners of productive factors will be able to obtain from those who 
must have the use of these factors of production if they are to carry 
on business. This problem will be discussed at some length in the 
chapters dealing with the distribution of income. For the present, 
we shall find it helpful, in our consideration of the costs of produc- 
tion, to look into theory of “opportunity costs,""' or, as they are some- 
times called, “alternative costs."" 

Opportunity Costs in the Case of Labor. According to tliis 
theory, any enterpriser who wishes to secure the use of a productive 
agent— such, for example, as labor of a given type— will be compelled, 
in a free market, to pay as high a price as is bid by any other enter- 
priser who needs this agent of production in order to carry on his 
business. Ordinarily, the person who has labor to sell will dispose 
of it to that enterpriser who makes him, all things considered, the 
be|t offer for his services. By way of simple illustration, we may 
say that in a given market— and this term, it will be recalled, implies 
accurate knowledge and free competition on the part of all con- 
cerned— a manufacturer of radio receiving sets will find it necessary 
to pay a cabinetmaker as large a wage as other manufacturers of 
this product are offering for labor of this kind. 

Moreover, the cabinetmakers skill is sought not only by manu- 
facturers of radio sets, but by producers of phonographs, pianos, 
high-grade furniture, and other goods. The cabinetmaker, then, is 
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not compelled to sell his labor to a f articular manufacturer of re- 
ceiving sets, or, indeed, to any manufacturer of receiving sets. There 
is presented to him the alternative of working in a piano factory 
or in some other establishment where labor of his type is needed. 
He has available, then, a number of opportunities, from among which 
he may choose that which looks best to him. Experience teaches 
that, other things being equal, our cabinetmaker will lend his eiSorts 
to that line of production that pays him the highest wage. Therefore, 
every hnsiness that requires cabinetmakers will be compelled to pay 
workers of this type as much as is offered by any business; and wages 
for this particular kind of labor will tend to equality throughout 
the market. 

It will be found, upon investigation, that practically all workers 
have labor to sell which could be used to advantage in any of several 
different businesses. Hck-and-shovel men are needed in ditch-dig- 
ging, road-making, and in many other activities. Semi-skilled machine 
tenders are employed in some dozens of industries. Skilled workers, 
such as stone masons, bricklayers, plasterers, and electricians, are 
required in many— not merely a few— types of building construction. 
Our illustration might be extended to include nearly all kinds of 
labor. We see, then, that the demand for a particular type of labor 
comes, as a rule, not from one concern or from one industry, but from 
many concerns and often from several industries. From among these 
various “opportunities,’^ the worker may choose that which strikes 
him as being the most advantageous. 

General Application of the Principle. But there are alterna- 
tive uses for all four of the factors of production, and not for labor 
alone. The seller of land, capital, or business ability, quite as much 
as the seller of labor, ordinarily has available more than one oppor- 
tunity for the profitable employment of his productive agent. On a 
given piece of agricultural land either corn or cotton can be pro- 
duced; and an urban building site may be advantageously located for 
either a bank building or a theater. Thus, the landowmer is able, to 
some extent, to choose the use to which his property shall be put, and 
his choice is likely to be dictated by self-interest. In the case of 
capital, again, we have a factor which, over a period of time, can be 
diverted from one industry to another. For if capital is less well paid 
in one type of industry than in another, that which is employed in 
the less profitable business will not be replaced as it wears out, but 
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ment as the old is impaired-will be used for investment in the more 
remunerative field. It is scarcely necessary to suggest that business 
ability of a particular type can usually find employment in any of a 
number of different industries; for the organizing and directing skill 
that is essential to the success of one business is almost certain to be 
in demand in other businesses as well. 

Opportunity Costs as an Equalizing Force. We noted, in the 
case of the cabinetmaker, that the industry that actually secures his 
services must pay him at least as high a wage as that offered by any 
other industry. This statement holds also for land, capital, and busi- 
ness ability. The industry that obtains the use of the factors of pro- 
duction does so at a cost sufficiently high to outbid, in the case of 
each factor, other industries that are anxious to use it but cannot 
afford to pay the price. The cost of each factor of production, then, 
is determined by the opportunities for profitable employment that 
are open to the factor; and the theory of oppoiiunity costs states 
that this cost cannot be less than is bid by any form of business 
which offers alteraative employment to the factor. 

Since the cost to the business man of any single factor of produc- 
tion is determined by the price which the factor could command in 
an alternative use, it follows that the total costs of production of a 
commodity consist of the sum of the opportunity costs of all factors 
that are employed in its production. In certain parts of the southern 
states, for example, a given amount of land, labor, capital, and 
management will produce, over a period of years, an average annual 
yield of so many pounds of cotton. The costs of production of this 
cotton are made up of the opportunity costs that must be paid for 
the use of the productive factors. These same factors could be 
employed in the alternative business of corn raising, and probably 
in the growing of still other faim products. Cotton, then, is in active 
competition with com in bidding for these scarce and useful produc- 
tive agents.. 

If cotton is to be produced, it will be necessary for the cotton- 
growing industry to pay for each acre of land as high a rent, to each 
fann laborer as high a wage, for each unit of capital as high an 
interest rate, and to each active enterpriser as high a wage of man- 
agement, as would be paid for these several factors if they were 
utilized in corn raising or any other economic activity. And, in like 
manner, if any com is to be grown, the factors must be paid in this 
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field of production as much as they would command in cotton 
growing. 

An Illustration of Equalization. We referred a little while 
back to the tendency toward equality of remuneration for all like 
agents of production, and we find this tendency actually working out 
in large degree, as is evidenced by the presence, side by side, of 
cotton fields and com fields, the cotton crop being produced by 
factors strikingly like those employed in com production, and these 
like factors being paid like prices. A condition of this kind means 
that, the prices of com and cotton being what they are, it is im- 



Fig. 20 . Opportunity Costs. 

As illustrated by the demand schedules for laborers of a type needed in the 
production of both cotton and corn. Note the difference in the quantity of this 
factor which, at a given price, will be used in the production of each of the two 
crops. 

material to the farmers which of the two crops is produced, since 
economically one pays just as well as the other. If an acre of land, 
plus a given quantity of labor, capital, and management, will pro- 
duce 150 pounds of cotton or 80 bushels of com, neither crop has 
an advantage over the other, provided the price of cotton is 20 
cents a pound and com is selling at a dollar a bushel. Both ci*ops, 
then, will be produced; and the costs of production of cotton will 
be $30 an acre or 20 cents a pound, while the costs of com will be 
$30 an acre or a dollar a bushel. 

Equalization and the Distribution of Productive Agents. But 
there is no assurance that the two crops will attract equal quantities 
of each of the productive factors. What we know for a ceiiainty 
is that the price paid for a given factor must be the same for both 
of the competing crops. The quantity of the factor that will be em- 
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ployed depends in each instance upon the demand schedule of each 
industry for the factor in question. We may take, as a single instance, 
the case of farm labor of a type used in both cotton and corn pro- 
duction. Let us suppose, for the sake of simplicity, that this kind 
of labor is used only for producing cotton and com. Fig. 20 shows 
graphically the demand schedules for labor in cotton and corn 
growiDig? respectively. In Fig. 21 these two schedules have been 
combined into a total demand curve for this particular type of labor. 

Fig. 21, then, shows the wages that will be paid for various quan- 
tities of labor of this kind, and Fig. 20 shows the proportions in 

Wages per day 



Fig. 21. Total Demand for Laborers Used in Production of 
Cotton and Corn. 

(This demand curve is a composite of the separate curves given in 

Fig 20.) 

which the labor supply will be divided between the two fields of 
production. Fig. 21 indicates that if 700,000 workers are available 
in this market, the wage rate will be $1.00 a day, and it will be the 
same in both cotton and corn growing; but we see, by reference to 
Fig. 20, that of these 700,000 workers 400,000 will be employed for 
cotton production and only 300,000 for com. If, under the conditions 
of demand here pictured, 1,000,000 laborers instead of 700,000 are 
seeking employment, they will receive only 75 cents a day for their 
services; in this instance 600,000 will be used in cotton growing, 
and 400,000 in the raising of corn. If, on the other hand, there are 
only 400,000 laborers of this particular type, the daily wage will be 
$1.25, and the total number of workers will be distributed equally 
betweem cotton, and com. 
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It is evident, therefore, that a change in the quantity of one of the 
factors of production, such as labor, will not disturb the uniformity 
of rate paid by the various industries using the factor. To be sure, 
an increase in quantity will lower the rate, and a decrease will raise 
it; but there is no reason to suppose that any business will be able 
to secure the factor at a lower rate per unit than any other business. 
In Fig. 20 we see that a reduction in the number of workers from 
700,000 to 400,000 would cause both cotton and com producers to 
pay a higher rate for labor. But there would be no difference in the 
price as between the business of cotton growing and the business 
of com growing. In both instances the price of $1.25 a day would 
prevail. 

It is equally apparent, however, that there will be a readjustment 
in the proportions of the total labor force that each of the two busi- 
nesses will employ, if the price that must be paid labor is $1.25 a day. 
For the demand curves in Fig. 20 show that an increase in wage from 
$1.00 to $1.25 will reduce by one-half the amount of labor used in 
cotton production, but only by one-third the amount used in raising 
corn. The demand for cotton, it may be suggested, is more highly 
elastic than the demand for corn, and the quantity purchased is con- 
sequently more highly sensitive to the influence of price changes. 
This being the case, it is reasonable to expect an increase in the price 
of cotton-necessitated by an increase in the cost of the productive 
agent, labor— to affect sales more quickly and to a greater extent 
than an increase in the price of com brought about by this same 
increase in the cost of labor. 

Scarcity and Costs of Production. We have several times noted 
the fact that price is the outcome of the demand for a good, on the 
one hand, and the supply of that good, on the other. In Chapter 16 
we discussed in detail the way in which utility affects price through 
its effect upon demand. The present chapter, and the four chapters 
that follow, describe the manner in which scarcity, operating through 
supply, influences price. It should be borne in mind throughout our 
discussion that a price is paid for a commodity only because there 
is a scarcity of the commodity, and that the commodity is scarce 
only because the productive agents used in its making are scarce. 
On the supply side of price, therefore, we get back finally to the 
scarcity of the factors of production. 

The Prices of Productive Agents. The principle of opportunity 
costs explains the distribution of these factors (or agents) through- 
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out the general field of production. First of all, the total quantity 
-of a given factor-say, labor of a given grade-will be divided among 
industries wishing to use that factor, in such manner as to equalize 
the price that must be paid for the factor by all industries that 
•employ it. When the productive agents are thus distributed and em- 
ployed, there are brought into existence various quantities of differ- 
ent commodities, which must sell at prices sufficiently high to cover 
all payments for the factors used in their production. The prices 
obtainable for these commodities do not directly determine the prices 
that will be paid for the agents used in their production, but the 
prices that the commodities command do determine, on the basis 
of opportunity costs, the distribution of these scarce agents among 
the several industries desiring to employ them. The total demand for 
an agent is the sum of the demands of all who employ it in alterna- 
tive uses. Since the agents of production are desired not on their own 
account^ but only because of their usefulness in producing other 
goods, it is customary to say that the price paid for the use of an 
agent is derived from the prices of the finished goods in the produc- 
tion of which it is employed. That is, the price paid throughout 
industry as a whole for a certain kind of productive agent is derived 
from the prices that can be had for the several commodities which 
the agent helps to produce. But this price will be high or low 
depending upon the relationship between the total supply of and the 
total demand for the agent. 

The Prices of Finished Goods. The price of an individual com- 
modity such as cotton, looked at from the side of supply, is affected 
by the costs of production of that particular commodity. These costs 
are the total of the prices (or costs) that must be paid for the use 
of all factors entering into the production of the good. If the factors 
used in growing cotton are expensive, less cotton will be grown 
than would be grown if the factors were cheap, cotton will be 
relatively scarce, and the supply schedule of this good will be high. 
It is through their effects upon supply, then, that costs of production 
influence price. It appears from our analysis that the prices of the 
agents of production and the prices of the goods that these agents 
bring into existence are simultaneously determined on the basis of 
opportunity costs. 

Fixed and Variable Costs. Total costs may be broken down 
into fixed and variable costs. Fixed costs are those which must be 
met regardless of whether the plant is running at full capacity, at less 
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than capacity, or not at all. They include such items as interest on 
investment, obsolescence, salaries of '\ef executives who must be 
paid if they are to be held, insurance, and taxes. Variable costs are 
costs which vary with the volume of output. In the manufacture of 
shoes, for example, the leather and other materials, the skilled and 
common labor, and the power used, increase or decrease in quantity 
as production increases or decreases, though the change in variable 
costs is not necessarily proportional to the change in the quantity 
of the product. But production may, and frequently does, change 
to a considerable extent without affecting the size of the physical 
plant, the number of highly paid executives, and certain other items. 
Consequently, outlays of this type are given the name "fixed costs.’^ 
Fixed costs per unit of product may, at any given time, be determined 
by dividing the total of such costs by the total number of units 
produced. By adding this amount to the variable costs per unit, it is 
possible to get total average costs of production per unit 


TABIiE) PiXEDi VaEIABLE, AND AvEBAGE CoSTS OP PBODUCTION 
IN Shoe Manufacture 



When Operating at 
Capacity 

*Wben Operating at 
Less than Capacity 

Output 

1000 pairs 
$£000.00 

800 pairs 
$2000.00 

2,50 

Fixed costs (total) 

Fixed costs (per pair) 

2.00 

Variable costs (total) 

8000.00 

6600.00 

Variable costs (per pair) 

8.00 

8.25 

Total average costs (per pair) .... 

10.00 

10.75 


Influence of Fixed Costs upon Average Costs. The significance 
of fixed costs may be seen by reference to Table 22, in which are 
figures relating to the production of two quantities of shoes in a 
factory equipped to turn out 1000 pairs a day. This plant has total 
fixed costs amounting to $2000 a day, or $2.00 a pair when distributed 
over the 1000 pairs of shoes that are made daily when the plant is 
operating at full capacity. The variable costs are $8.00 a pair when 
this quantity is being manufactured. With the factory making its 
capacity output of 1000 pairs a day, the total average costs are 
$10.00 per pair. But let us suppose that the conditions of demand are 
such that the output must be cut down to 800 pairs a day. The 
total variable costs are now lower than before because less leather. 
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labor, power, and other essentials are being used. However, the 
variable costs per unit of output may be higher, since the unit costs 
of some of these things may increase when they are purchased in 
reduced quantities. Assuinirig that these new variable costs are $8.25 
per pair of shoes, we now have $10.75 as the total average cost per 
pair, since the fixed costs are $2.50 per pair when only 800 pairs 
are made daily, as is shown in the table. Hence, we see the im- 
portance of running a plant at full capacity whenever fixed costs form 
a large proportion of the total costs of production. 

Production at Less than Full Costs. Total average costs of pro- 
duction include both variable and fixed costs. And price, in the long 
run, must be high enough to cover both kinds of costs— that is, total 
average costs of production, since otherwise a business will languish 
and eventually disappear. For a shorter period, however, it may 
pay to produce goods even though the price received for them is less 
than full costs. In the case of shoe manufacturing referred to above, 
if conditions of demand were such that only $9.50 a pair could be 
obtained, it would still pay to continue production, at least tem- 
porarily. For the fixed costs of $2000 a day would have to be met 
whether there was any production or not; and, though full production 
at $9.50 would mean a loss of $500 daily, no production at all would 
mean a daily loss of $2000. 

If, on the other hand, production could be increased 10 per cent 
without any increase in the fixed costs, it would pay to manufacture 
the extra 100 pairs of shoes and sell them for less than the full costs 
of production— say at $9.00— provided they could be disposed of in 
another market and not disturb the $10.00 price for the regular 
output of 1000 pairs. For the additional 100 pairs would bring in 
$900 a day, with a probable outlay of something less than $800 in 
variable costs ( because of economies effected through enlarged pur- 
chases of the variable items), and with no addition to fixed costs. 
It is situations of this kind that encourage business concerns to 
"dump'" goods abroad, selling in the foreign market at lower prices 
than' in the home market. 

Average and Marginal Costs. Cost of production may also be 
classified as average or marginah Average costs are total costs per 
unit of output and are obtained by dividing total costs by the number 
of units produced. Marginal costs are the amount added to total costs 
by producing one additional unit of the good in question. 

This distinction is made clear in Table 23, which presents hypo- 
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thetical total, average, and marginal costs of a farmer who specializes 
in the production of corn. The table shows, for example, that if 
12,000 bushels of corn are produced, there will be total costs of 
$7780, average costs of 65 cents a bushel, and marginal costs of 
49 cents a bushel. The average costs are arrived at, of course, by 
dividing the total costs of $7780 by the 12,000 units of output, or 
(to be exact) 64.8 cents; while the marginal costs are the difEerence 


Table 23. Total, Average, and Marginal Costs in the 
Production of Corn 


Output 

(bushels) 

Total 

Costs 

Average Total 
Costs 

Marginal 

Costs 

1,000 

$ 3,700 

$3.70 


£,000 

4,£50 

2.12 

$.55 = 

3,000 

4,700 

1.56 

.45 

4,000 

5,050 

1.26 

.35 

5,000 

5,350 

1.07 

.30 

6,000 

5,600 

.93 

.25 

7,000 

5,850 

.83 

.25 

8,000 1 

6,140 

.77 

.29 

0,000 1 

6,470 

.72 

.33 

10,000 

6,850 

.68 

.38 

11,000 ; 

7,290 

.66 

.44 

12,000 

7,780 

,65 

.49 

13,000 

8,330 

.64 

.55 

14,000 ' 

8,940 

.63 

.61 

15,000 

9,640 1 

.64 

.70 

16,000 i 

10,440 

.65 

< .80 

17,000 

11,390. 

.67 

.95 


between the total costs ($7290) of producing 11,000 bushels and the 
total costs ($7780) of producing 12,000 bushels— divided by 1000, 
since we are dealing here with lots consisting of 1000 bushels each. 
We shall use the concepts of average total costs and marginal costs 
in Chapter 22, in discussing the determination of competitive price 
in the period of current production. 


1. There is reference in the text to ^"general items” that enter into 
“costs.” What are these items? How are they related to what we 
have called the “factors of production”? 

2. Give several examples of “specific items” that enter into “costs,” and 
show the manner in which they are related to “general items.” 

3. State the theory of opportunity costs. 
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4. What are ‘alternative costs”? 

5. Give an illustration (not taken from the text) of opportunity costs 
in the field of labor. 

6. Show that the principle of opportunity costs applies to all factors of 
production. 

7. Study Fig. 20, and explain precisely what is indicated by these two 
demand curves, in so far as equalization of costs and distribution 
of the productive agents are concerned. 

8. Through what means does utility influence price? 

9. Through what means does scarcity influence price? 

10. “The principle of opportunity costs explains the distribution of the 
factors of production throughout the general field of production. 

Explain. . .j u 

11. The price paid for the use of an agent of production is said to be 

derived. Derived from what? 

12. What are “fixed costs” and “variable costs”? 

13. It sometimes pays to produce goods even though the price re- 
ceived for them is less than full costs of production. Explain. 

14. Distinguish between “average costs” and “marginal costs.” 

References for Fxjrther Reading 
See list of references at the end of Chapter 16. 


19. Long-Run Competitive Prices 


We a^e now ready to examine competitwe price determination in 
the long run. This is a situation in which supply is of the greatest 
importance. For the “long run” is a period of time sufficiently long 
to permit, on the one hand, an increase in the quantity of a given 
good through an enlargement of the producing plants or the entry 
of new producers into the field; or to permit, on the other hand, a 
decrease in the quantity of the good through the voluntary or en- 
forced withdrawal of productive agents used in making the good. 

Long-Run Supply and Costs of Production. A stock of a good 
that can be increased or decreased, because the period dealt with 
is long enough to allow increases or decreases to be made in the 
productive capacity— that is, the land, labor, and capital— available 
for making the good, is called “long-run supply.” We shall find that 
under long-run competitive conditions there is a tendency for price 
to equal the average unit costs of production of the optimum fiim— 
the firm that, to repeat a statement made in an earlier chapter,^ 
“has the lowest average cost of production per unit, when all those 
costs which must be considered in the long run are included.” This 
is the case because, in the long run, fiims that fail to adopt the 
most advantageous size of business organization, and the most effi- 
cient methods of production generally, tend to be undersold and 
therefore to disappear from the industrial scene. 

There is nothing either profound or mysterious about price equal- 
ing costs of production. If the price of a good continues for long to 
exceed appreciably the average costs of production, the profit real- 
ized by producers of the good— that is, the difference between unit 
sales price and average unit costs— will, under competitive condi- 
tions, almost certainly attract the attention of others looking for 
business opportunities. If the profit offers sufficient inducement, 
the firms already in the field will enlarge their productive capacity 

iChap. 8. 
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and new producers will venture into the field, the quantity offered 
for sale will be increased, and price will decline until the margin of 
profit is wiped out. Price therefore cannot, over a long period of 
time, exceed costs of production under conditions of perfect com- 
petition. 

Nor can it continue for long to be less than costs of production, 
for this is a condition that would result in definite losses. Though 
some concerns, firmly intrenched and amply financed, can stand 
considerable temporary losses, others that are less foiiunately situ- 
ated will rather promptly be forced out of business. The result will 
be a decrease in the quantity produced, and a rise in price which 
will continue until the sales price is suflBcient to cover all costs of 
production. The costs of production, then, are an amount about 
which long-run competitive price tends to fluctuate; for any consider- 
able variation between price and production costs is corrected sooner 
or later by certain forces that set to work almost automatically when- 
ever there is a discrepancy between price and costs. The net result 
Is that the optimum firm— the firm that is "best” by virtue of having 
the lowest average unit costs of production— survives, while other, 
less effective, producers go out of business. The term "optimum firm” 
may relate, of course, to many concerns and not necessarily to one 
only. Conceivably, there might be a dozen, a hundred, or a thousand 
concerns with identical average unit costs of production. If so, and 
if there were no producers in the field that were more eflScient, then 
these dozen, hundred, or thousand concerns would all be optimum 
firms. Their competition with one another would tend to keep price 
down to costs of production, so that price would tend to equal the 
average unit costs of production of the optimum firm. 

The Nature of Costs of Production. Before going further, we 
must give attention to a question that has probably occurred to the 
reader, and one by which students of economics are often puzzled. 
Why, it will be asked, are enterprisers willing to produce goods if 
they receive for tlrem no more than costs of production? For, ac- 
cording to a statement already made, an amount just covering these 
costs is as much as business men may expected in the long run to 
realize from the competitive production and sale of their wares. 
This amount, nevertheless, is sufficient to keep them interested in 
producing goods. For costs of production consist of a figure large 
enough to cover all payments that must be made in order to secure 
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the several factors essential to the productive process, including (as* 

we have said) w'ages of management. 

If total receipts from the sale of a product-that is, quantity times 
unit price-cover all necessary outlays, there is no reason why pro- 
duction should not be continued indefinitely. Of course, a business 
concern cannot hope to survive in the long run unless it can pay for 
the use of land, labor, and capital, as much as any other business 
can and will pay; for a failure to match the offers made by other 
enterprisers for the use of land, labor, and capital would inevitably 
result in the transfer of these factors to businesses presenting to the 
owners of the factors larger opportunities in the way of remuneration. 

The Balancing of Profits and Losses. Owing to the existence 
of business risks (which we examined in Chapter 9), it is seldom 
possible to arrange matters so that, at any given moment, receipts will 
exactly equal costs of production. They will at times exceed costs 
slightly, and at other times be somewhat less than costs. Obviously, 
business success depends upon the profits of “fat years’" being in the 
long run at least as great as the losses of “lean years.” But it is like- 
wise true that if profits consistently exceed losses, the surplus of 
profits over losses, as we have already noted, will result in fresh 
competition and the eventual elimination of the surplus. For (it 
may be repeated) if total receipts could be made year by year to 
equal the total costs of production, there would be no need at all 
for profits." 

Long-Run Competitive Pkice Under Conditions of Constant 

Costs 

Commodities are produced under conditions of ( 1 ) constant costs, 
(2) increasing costs, or (3) decreasing costs. We shall treat, in turn, 
long-run price under each of these three conditions. It will be found, 
as we have already said, that price in the long run tends to equal 
the average costs of production of the optimum firm; and this is true 
under all three of the conditions listed above. 

Characteristics of Constant-Cost Industries. The simplest of 
these conditions is that of constant costs. The term “constant costs” 
does not refer to a uniformity in costs as between various producers— 
a uniformity which is one of our conditions, however, since we are 
employing the concept of the optimum firm— but to a uniformity of 

'2 We shall examine this question again when we discuss the theory of 
profits (in chap. 29). 
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costs per unit of product, regardless of whether the industry is organ- 
ized to turn out many or few units. 

It should be stated at the outset that this condition is one which 
is difficult to find in actual business practice. And yet there are some 
few industries in which an increase or decrease in the quantity pro- 
duced does not change appreciably the costs of production per unit. 
These are businesses in which raw materials and machinery play a 
minor part, while labor is of great importance. Hand-made toys, 
hand-made cigars, and made-to-order clothing are commodities pro- 
duced under substantially the conditions just outlined. It is entirely 
possible that a considerable increase or decrease in the production 
of any of these articles by the industry as a whole would leave the 
costs of production per unit practically unaffected. It is improbable, 
however, that the production of any commodity could be increased 
or decreased indefinitely without some advantage or disadvantage 
appearing, which would manifest itself in the form of either lower or 
higher unit costs. 

An Example of Constant Costs. Let us take, by way of illustra- 
tion, the manufacture of neckties that are strictly hand-made. The 
supply curve, SS,*^ in Fig. 22 indicates that these ties, regardless of 
the quantity produced, can be made at a cost of $2.00 each. The 
demand curve, DD, cuts the supply curve at the point P. This means 
that 50,000 neckties can be sold at $2.00 each, and that 50,000 can 
be produced at $2.00 each. Since they can be produced at that cost, 
they will be produced in that quantity in the long run, if conditions 
of demand favor an output of this size. We are justified, therefore, 
in saying that the price paid in the long run for the 50,000 neckties 
will tend to be $2.00 each, which is equal to average unit costs of 
production. 

If demand had been greater than we have supposed— as great, 
say, as is suggested by the demand curve D'D'— manufacturers of 
neckties would have adjusted their output to meet this larger de- 
mand, and we should have had the production and sale of 70,000 
ties, but still at $2.00 each. For in order to produce the 20,000 addi- 

3 Long-ron supply curves, though labeled SS, may quite properly be regarded 
also as cost curves. For they represent tlie various quantities which the op- 
timum firms, if given ample time to make necessary adjustments, could pro- 
duce at various prices. Since the long-run concept provides ample time, we 
may take it for granted that these firms will supply these various quantities 
at their respective prices, if demand changes. Our SS curves therefore are true 
cost curves, as well as supply curves. 
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tional ties oar firm would simply have bought 40 per cent more 
material, rented 40 per cent more space, hired 40 per cent more 
workers of all kinds (including managers), and added 40 per cent 
to the very simple “tools’-scissors, needles, and the like— used in 
manufacturing hand-made ties. The result would have been a 40 
per cent increase in total costs, and also a 40 per cent increase in 
total output, with, of course, the same (or constant) costs per unit 
of product. 
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Fig. 22. Long-Run Competitive Pkice Under Conditions of Constant 

Costs. 

An increase or decrease in demand does not affect the price. 

D"D" shows that a smaller demand would, again, have left costs 
of production, and therefore price, unchanged. For under these con- 
ditions of demand, 30,000 neckties would have been bought at $2.00 
each, and our supply curve shows that this quantity would likewise 
have been produced at that figure. Production in the long run may 
be relied upon to adjust itself to conditions of demand. If, with DD 
representing the actual conditions of demand, only 36,000 ties had 
been manufactured, they would have sold, as our figure shows, at 
$3.00 each (see p); and if 64,000 had been produced they would 
have sold at $1.00 each (see p'). But a maladjustment between 
production ‘ and demand could not exist in the long run, since it 
would con*ect itself fairly promptly; for the $3.00 price (and $1.00 
profit) would attract new enterprisers, while the $1.00 price (and 
$1.00 loss) would discourage many producers and force some out 
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of business. In the long run, therefore, price tends to equal costs of 
production; and under conditions of constant costs price tends always 
to be the same, whether output is large or small. 

Long-Run Competitive Price Under Conditions of 
Increasing Costs 

Increasing costs are most apparent in lines of economic activity 
that employ large quantities of natural resources, or raw materials 
that are produced in large part through the use of much land. If 
inferior coal mines or oil wells must be called into use to provide 
society with all the coal and petroleum its members insist upon 
having, the use of these poor mines and wells will probably result in 
higher average costs of production. And if increases in population 
lead to increased demand for agricultural products, it sometimes 
becomes necessary to cultivate land that is but poorly adapted to 
growing the required crops; as a consequence the average unit costs 
of production of wheat, corn, cotton, and other farm products are 
higher than they would be if smaller quantities were produced. 

An Example of Increasing Costs. We shall take, for our exam- 
ple of increasing average costs, the production of wheat, though any 
other agricultural crop would answer the purpose equally well, as 
would also certain lines of manufacture and public service. There 
is some land in the United States on which 50 bushels of wheat per 
acre can be grown, while the same amount of capital and labor em- 
ployed on other wheat land produces but 15 bushels, or even less. 
But superior wheat land is scarce, and if the demand for this grain 
is so great as to rec|iiire the use of inferior land, the average costs 
of production are bound to be higher than they would be if the 
total amount of wheat grown in this countiy were small. 

Fig. 23 shows that growers of wheat could produce at average 
unit costs varying from 50 cents to $ 1,50 per bushel, the average 
costs depending upon the quantity the wheat-growing industiy has 
been organized to produce. If it were organized to produce only 
100 , 000,000 bushels, the average cost of production would be 50 
cents. Blit this c|iiantity, according to the demand curve DD, would 
command a price of $2.00. Since we are considering price in the 
long run— a period sufficiently long to permit production to adjust 
itself to conditions of demand— it is unthinkable that there should 
long be a discrepancy between price and average costs of production. 
For in this ‘long run,” producers would have moved out to less 
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and still less fertile wheat lands and produced there at higher aver- 
age costs, just so long as these costs were no greater than the price 
obtainable for their product. The diagram shows that, in adjusting 
their productive forces to conditions of demand, they stopped at 
the point P, at which point the industry was organized to produce 
750,000,000 bushels at an average cost of $1.20; and that this quantity 
could be sold at $1.20 a bushel. If demand-by reason, let us suppose, 
of a large population— had been so great as to be represented by the 
demand curve D'D', the average costs of production would have 


Price per 
bushel 
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Fig. 23. Long-Run Competitive Price Under Conditions of 
Increasing Costs. 

An increase in demand raises the price; a decrease in demand lowers 
the price. 

been $1.40 (see P'), and 920,000,000 bushels would have been pro- 
dueed at an average cost of $1.40, and sold at this figure. If, on the 
other hand, the conditions of demand had been those indicated by 
the curve D"D", 540,000,000 bushels would have been produced 
at an average cost of $1.00 per bushel, and would also have sold 
at $1.00. 

Industrial Reorganization in the Long Run. The costs of pro- 
duction with which we are here dealing are, of course, the average 
costs per unit of output, which are found by dividing total costs of 
production by the number of units produced. According to Fig. 23, 
the total cost of producing 100,000,000 bushels of wheat are $50,- 
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000,000, making the average costs 50 cents per bushel; the total costs 
of 750,000,000 bushels are $900,000,000, with an average of $1.20 
per bushel; and so on. 

It is important to note that we assume, in discussing long-run 
competitive price, that every substantial change in the quantity of 
production has been brought about through a reorganization of the 
industry— thsit is, through a readjustment of the forces of production 
to the changed conditions of demand. 

If 750,000,000 bushels of wheat are to be produced instead of 
100,000,000 bushels, the readjustment that is necessitated in getting 
out the larger quantity increases the total costs of production to a 
greater extent than the quantity itself is increased, and the average 
unit costs rise. Without attempting to give an adequate explanation 
of this increasing cost, we may suggest that the larger output in- 
volves the cultivation of inferior land or the more intensive use of 
the better grades of land, with the result that diminishing returns 
manifest themselves impressively in the form of both higher total 
and average costs per bushel of product. 

Land and Increasing Costs. Increasing costs, theiij are charge- 
able to a scarcity of productive agents of high grade, and this scar- 
city becomes increasingly serious as the consuming public demands 
more and more units of a finished commodity that requires in its 
production the use of agents that cannot themselves be increased in 
quantity. It is on this account that commodities, in the production 
of which land is an important factor, are usually subject to increas- 
ing costs; for land of the highest quality is extremely limited in 
quantity, and as poorer pieces of land are called into use (because 
of increased demand for the finished goods) eflBciency in produc- 
tion declines and average unit costs of production rise. This is a 
matter upon which we shall touch again in our discussion of rent 
from land. 

Long-Run Competitive Price Under Conditions of 
Decreasing Costs 

We consider now a condition of supply which is in direct con- 
trast to that of increasing costs. There are, happily, some lines of 
production in which an increase in output brings about a lower> 
rather than a higher, cost per unit of product. In our discussion of 
constant costs we saw that price may be relied upon to remain un- 
changed— because average unit costs of production are unchanged— 
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whenever an increase or decrease in output does not disturb the 
relative proportions or the unit costs of the productive agents. Once 
the best possible combination of the productive factors has been 
attained, any attempt to increase output, by employing more of 
certain factors without employing more of all, would inevitably 
lessen the eiBciency of production, and consequently increase the 
average costs of production. A reduction in output would have a 
similar ejBEect if it upset the “ideal proportions” of the productive 
agents. 

The growing of wheat, as is shown in our last example (see Fig. 
23), was more costly per average unit when a large quantity was 
produced, because the additional units of capital and labor em- 
ployed in growing the larger quantity were not accompanied by an 
equal number of units of high-grade wheat land, but were used in 
conjunction with units of inferior wheat land. This example illus- 
trates the truth of the first part of Professor Marshalls statement to 
the effect that, while the part nature plays in production shows a 
tendency to diminishing returns which result in increasing costs, the 
part man plays shows a tendency to increasing returns which bring 
decreasing costs.® If, in extending the cultivation of wheat to wider 
areas, it were feasible to adopt better agricultural methods which, 
though previously known, were impracticable until more product 
was demanded, then the diminishing returns due to the use of in- 
ferior land might be counteracted by the increasing returns result- 
ing from the economies realized through a better use of labor and 
capital. It is in those enterprises in which men and machines are 
employed extensively— as, for example, in manufacturing industries 
—that (as Professor Marshall suggests) we find the most impressive 
instances of decreasing costs. 

An Example of Decreasing Costs. Automobile manufacture, 
which provides so many striking illustrations of modern economic 
tendencies, has shown itself to be an industry in which increasing 
returns ( or decreasing costs) are realized. The phenomenal growth 
in the sale of automobiles during the past three or four decades has 
given automobile manufacturers an unparalleled opportunity to em- 
ploy minute specialization and extensive mechanization, and to wit- 
ness their influence upon costs of production. The ability to dispose 

^ See the Law of Variable Proportions in chap. 5. 

5 Alfred Marshall, Principles of Economics, London, Macmillan & Co., Ltd., 
1930, 8th ed., p. 318. 
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of a progressively larger output has enabled manufacturers to take 
advantage of many economies, and thus reduce average costs and 
selling price. For these reasons, we shall draw upon automobile 
production for our example of price determination under decreasing 
costs, recognizing, at the same time, that the industry is not an ideal 
example of competitive production, since there are differences in the 
products turned out by the manufacturers in each of the several 
^'price classes/' 



{Automobiles in thousands) 


Fig. 24. Lonc-Kun Competitive PaiCE Undee Conditions of 
Decreasing Costs. 

An increase In demand lowers the price; a decrease in demand raises 
the price. 

In Fig. 24, we have a hypothetical supply curve representing the 
average costs at which various quantities of automobiles can be 
produced. These average costs range from $600 each in the case of 
an output of 100,000 cars, to $280 each when production reaches 
1 , 000 , 000 . 

This condition, then, Is one of decreasing costs, with each in- 
crease in production bringing fresh economies, lower average costs, 
and therefore a lower selling price. Under the conditions set forth in 
our diagram, 700,000 cars would be produced at an average cost of 
$400 each (see P), and because of competition would sell at that 
price. Had there been a smaller demand, such as that indicated by 
the curve only 580,000 automobiles would have been manu- 

factured, and the average costs and selling price would have been 
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$440 each (see P")- hand, the conditions of demand 

had been those shown in D'D', production would have been 800,000 
cars with average costs and selling price (see P') at $360. Obviously, 
this sort of thing cannot go on indefinitely; in every industry there is 
a point beyond which a further increase in the quantity produced 
will not result in a reduction in unit costs of production. 

Long-Run Competitive Price Under Conditions of Joint Costs 

We now consider the case of commodities that have a common 
origin and are produced not independently but jointly. Cotton fiber 
and cottonseed are “joint products,” in the sense that one cannot be 
produced without the other; and this is true also of wheat and straw, 
meat and hides, butter and buttermilk, and many other articles. 

If one of the products is. so plentiful as not to command a price— 
as was once the case with cottonseed in the South and straw in the 
“wheat belt”— there is no problem of joint costs. When cottonseed 
is so lightly regarded as to be thrown away, and straw is burned 
to get rid of it, they certainly play no part in costs or in price de- 
termination. But when cottonseed, for example, is sufficiently desired 
and sufficiently scarce so that it— as well as the fiber— commands a 
price, the question arises how the price of each is determined. This, 
question suggests, as questions of long-run price always suggest on 
the side of supply, an examination of average unit costs of produc- 
tion. And here we come face to face with joint costs, because we are 
dealing with two commodities that are produced jointly. A grower 
of cotton cannot produce cotton fiber without at the same time pro- 
ducing cottonseed, nor can he produce cottonseed without producing 
cotton fiber. The operator of a creamery cannot make butter with- 
out producing butteimilk, nor is he likely to produce buttermilk 
without making butter. 

An Example of Joint Costs. How, then, is it possible to separate 
the costs of production of two articles that are jointly produced? 
Let us take, by way of example, the production of butter and butter- 
milk. Every item of cost, down to the final emergence of the butter 
in the process of churning, is necessary whether only butter, only 
buttermilk, or both butter and buttermilk, can find purchasers. Since 
all the costs incurred contribute to the production of both commodi- 
ties, and since no part of the cost is specifically chargeable to either, 
it is quite impossible to separate these joint costs and allocate to each 
its share, except on a purely arbitrary basis. The best we can do, 
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therefore, is to treat them frankly as inseparable, and speak of the 
average costs of production of various quantities of the pint product 
as "pint costs.” The unit to be considered is not a pound of butter or 
a quart of buttermilk but a combination of the two. When butter 
is churned from cream of a certain quality, it is found that a given 
quantity of the cream will yield approximately one pound of butter 
and one quart of buttermilk. We shall accept these figures as sub- 
stantially correct, and in our explanation of joint costs shall think of 
a unit of joint product as consisting of one pound of butter and one 
quart of buttermilk. 

Y 

$1.00 

80 

60 

40 

20 


/ 0 10 20 30 40 50 60 70 80 90 100 

(Joint product in thousands of units, each unit consisting of 
1 lb. butter and 1 qt. buttermilk) 

Fig. 25. Long-Run Competitive Price Under Conditions of Joint Costs. 

The price of each unit of joint product equals the average unit costs of pro- 
duction of the total quantity produced. The prices of the individual commodities 
jointly produced are determined by conditions of demand for and quantities of 
tliese several commodities. 

Average Costs of the Joint Product. Turning now to Fig. 25, 
which is a graphic presentation of price determination under con- 
ditions of joint costs, we note that SS is an ascending supply curve, 
which indicates that the production under consideration is one of 
increasing costs. A joint product, like a commodity that is produced 
independently, will in the long run tend to sell at a price equal to 
average unit costs of production. The supply curve in Fig. 25 shows 
the average costs at which different quantities of the joint product 
could and would be produced in the long run, assuming favorable 
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conditions of demand. But when we see that, for example, 28 cents 
per unit would be the average cost if 10,000 units of the joint prod- 
uct were made, we must remember that this quantity means 10,000 
pounds of butter plus 10,000 quarts of buttermilk. Similarly, 50 
cents would be the average cost per unit of the joint pfoduct~-th.B.t 
is, for one pound of butter and one quart of buttermilk— if 100,000 
units of the joint product (100,000 pounds of butter and 100,000 
quarts of buttermilk) were produced. 

Thus far, the problem has been an exceedingly simple one. Hav- 
ing no way to separate the average costs of producing butter and 
buttermilk, we have not attempted to deal with these costs sepa- 
rately, but have been content to say that the price received for both 
commodities must cover the average costs of production of both. 
If, as is indicated in Fig. 25, 80,000 units of the joint product were 
produced, then each unit (consisting of one pound of butter and 
one quart of buttermilk) would cost 44 cents, and would tend in 
the long run to sell for 44 cents. So far, so good. We are now through 
with costs of production as they relate to this particular problem, but 
we have yet to deal with the individual prices at which each of the 
commodities jointly produced would sell. We know that one pound 
of butter plus one quart of buttermilk would cost and sell for 44 cents, 
but on what basis would this total of 44 cents be divided between the 
two commodities? 

The Division of Average Costs into Prices. The answer to this 
question will be found through an examination of our demand curves. 
The total demand curve, D'D', is constructed in a peculiar way. 
First of all, the curve DD was drawn to represent the demand for 
butter. This curve shows, for example, that 10,000 pounds of butter 
could be sold at 60 cents a pound. But the production of this quan- 
tity of butter would result in the production also of 10,000 quarts of 
buttermilk. Hence, we have drawn the total demand curve, D'D', to 
include the demand for buttermilk. The distance from the curve DD 
to the base line, OX, gives us the price per pound at which any given 
quantity of butter would sell; the distance between the curves DD 
and D'D' indicates the price per quart at which any given quantity 
of buttermilk would sell. D'D' therefore shows the demand iox both 
butter and buttermilk. We see, then, that 10,000 pounds of butter 
would sell at 60 cents a pound (the distance between DD and QX), 
and 10,000 quarts of buttermilk would sell at 40 cents a quart (the 
distance from DD to D'D'). This means, of course, that the sale of 
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10.000 units of the pint product would take place at $1.00 per unit, 
and that of this amount 60 cents would be paid for the pound of 
butter and 40 cents for the quart of buttermilk. 

Let us consider, now, the total demand curve, D'D', in relation to 
the supply curve, SS. These curves intersect at the point P, showing 
that 80,000 units of the joint product would sell at 44 cents per unit. 
The distance from OX to the DD cuiwe (indicated by the brace, R) 
tells us that the butter portion of each unit of the joint product will 
command 30 cents, while the distance from the DD curve to the D'D' 
curve (indicated by the brace, Q) shows that the buttermilk portion 
of each unit of the joint product will command 14 cents. 

Effects of Unequal Changes in Demand for Commodities 
Jointly Produced. This analysis of joint costs brings us to the con- 
clusion that the total price received for the joint product will, in the 
long run, equal the average costs of production of the joint product. 
The separate costs of the several products jointly produced cannot 
be determined, but the price of each separate commodity can be 
ascertained on the basis of the supply of and the demand for that 
commodity. A change in the demand for one of the two commodities 
produced jointly, without a corresponding change in demand for the 
other, affects the prices of both, but in opposite directions. 

If, in the long run, the demand for buttermilk should decline to 
such an extent that 80,000 quarts could not be disposed of at 14 cents 
a quart, but only at (say) 8 cents, this large quantity of the joint 
product would not continue to be produced, unless at the same time 
the demand for butter increased sufficiently to bring the price for 

80.000 pounds up to 36 cents a pound. Otherwise, the total price of a 
unit of the pint product would not equal its average cost of produc- 
tion, as it must do if it is to be produced in the long run. If the 
demand for butter did not increase in the manner and to the extent 
indicated above, a smaller quantity of the joint product would, in the 
long run, be turned out. If, for example, the quantity were 75,000 
units at the average joint-unit cost of 42 cents (as is shown on the SS 
curve), and if there were no change in the DD (butter) demand 
curve, it is clear that butter would sell at 32 cents a pound and butter- 
milk at 10 cents a quart. The industry would, of course, have been 
reorganized~in the long-run period of which we are speaking— to 
meet the conditions of changed demand. An increase in the demand 
for buttermilk (in place of the decrease described above), if there 
were no change in the demand for butter, would cause a rise in the 
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price of buttermilk and a decline in that of butter, and eventually a 
readjustment which would cause the total price of a unit of the 
articles jointly produced to equal their average total cost of pro- 
duction. 

Costs of Special Processing. We assumed, in our illustration of 
butter and buttermilk, that no part of the joint costs was specifically 
chargeable to either of the two commodities, in the sense of being 
unnecessary in the event that one of the two should not be salable. 
But it is safe to say that this exact situation seldom exists. Though 
we have gone ahead in our discussion on the basis that butter and 
buttermilk are completely “produced” when they have been sepa- 
rated by churning, we may now suggest that ordinarily the two 
products are not sold as they come from the chum; the butter is 
“worked” and packed in cartons, while the buttermilk may be bottled 
and delivered to soda fountains and restaurants for retail distribu- 
tion. The costs of working and packing the butter may be determined 
without difficulty, since they apply not to both of the joint products 
but to one only; and the costs of bottling and delivering the butter- 
milk may likewise be ascertained. 

Costs such as these are directly chargeable to the commodity in 
the “processing” of which they are incurred. And a commodity that 
is jointly produced in the main, but requires further processing be- 
fore its production is completed, will not be bothered with unless 
it can be sold at a price that is at least sufficient to cover the costs 
of special processing. If, for example, the average cost of bottling 
and delivering the buttermilk were three cents a quart, all butter- 
milk that might be sold would have to bring, in the long mn, a price 
of at least three cents; otherwise, it would cease to be specially 
processed and marketed. 

Joint Supply and Joint Demand. What we have been calling 
“joint costs” are often referred to as “joint supply.” Both tenns are 
appropriate, since both relate to two or more commodities or serv- 
ices that are produced jointly. 

Without describing further the conditions of joint supply, we may 
consider briefly an analogous situation in the field of demand. Some 
kinds of economic goods are consumed, and therefore demanded, 
jointly; and for such goods there is said to be a “joint demand.” 
Bread and butter, collars and neckties, pencils and paper, needles 
and thread, and countless other commodities are so commonly 
“paired” that their close relationship in consumption is obvious. 
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Joint demand applies, also, to producers" goods. Builders require 
stone, lumber, hardware, plaster, paint, glass, and a score of other 
materials in practically every construction project; bakers use flour, 
yeast, and salt in making bread; newspaper publishers must have 
paper and ink to feed their presses; and farmers employ seed, 
fertilizer, and insecticides pintly in producing a given grain crop. 

It is clear, then, that what a purchaser often wants is not an in- 
dividual good, but a number of different kinds of goods to be used 
in combination— and this is true of commodities and services for use 
in both consumption and production. Whether a consumer buys 
several commodities (say, grapefruit, bread, butter, eggs, and coffee) 
and combines them himself, or purchases a combination from an 
enterpriser (as he would do if he ate breakfast at a restaurant), the 
transaction is one of joint demand. Similarly, the demand for a 
pleasure car becomes (in the hands of an automobile manufacturer) 
a joint demand for steel, rubber, glass, and a host of things that 
enter into the production of motor vehicles. Since producers always 
employ land, labor, and capital— and sometimes many varieties of 
each— in their enterprises, joint demand is the rule rather than the 
exception. 

Joint Demand and Price. In our study of joint costs (or joint 
supply), we saw that the long-run competitive price of a unit of 
goods jointly produced (for example, one pound of butter plus one 
quart of buttermilk) tends to equal the cost of production of that 
unit of joint product. In like manner, the price of a unit of goods 
which consists of two or more commodities employed together in 
consumption or in production tends to equal the cost of production 
of that unit. In the case of joint demand, but not of joint supply, the 
cost of each of the “joint” commodities is determinable, since each 
of the commodities used jointly is itself ordinarily produced sepa- 
rately; and by adding these individual costs, the cost of produc- 
tion of the combination is arrived at. 

If automobiles were produced under conditions of strict competi- 
tion, the long-run price of an automobile would tend to equal its cost 
of production— that is, the cost to the producer of the commodities 
and services used in its manufacture. Hence, this price would be 
affected by changes in the prices paid for steel and other materials 
demanded jointly by the automobile manufacturer. If steel should 
rise appreciably and permanently in price, the price of automobiles 
would increase and (assuming no change in their demand) fewer 


332 fundamentals OF ECONOMICS 

would be sold. A decline in the price of steel, or of any of the ma- 
terials jointly used, would have an opposite effect. 

But unless the price rise in steel were very substantial, it is un- 
likely that the price of automobiles would be affected greatly, since 
steel is only one of many materials that enter into automobile 
manufacture. Of course, a simultaneous rise or fall in the prices of 
aU the materials jointly demanded might cause a serious increase or 
decrease in automobile prices. And an increase or decrease in the 
demand for automobiles would tend to influence the demand, and 
hence the price, of steel and other materials that go to make up an 
automobile. 

‘‘Composite Supply’’ and “Composite Demand/^ A given type 
of human want may often be satisfied fairly well by any of a number 
of commodities or services. Hunger will yield to any of hundreds of 
kinds of food, and these may be thought of as forming a ^composite 
supply” of commodities to meet the food demands of hungry people. 
If the demand is more specific, requiring ( say ) meat for its appease- 
ment, the composite supply may include beef, lamb, veal, poultry, 
and fish. Raihoads, buses, street cars, and taxicabs offer a composite 
supply of transportation; coal, petroleum, and electricity constitute 
a composite supply of power; and so on. Commodities and services 
that are almost equally acceptable to consumers, and are therefore 
ready substitutes for one another, provide the best examples of 
composite supply. 

"Composite demand” is the sum or aggregate of the individual 
demands for a given commodity or service. In the preceding chapter 
we discussed the demand for laborers needed in both com and cotton 
production. If we had included the demand for this type of worker 
in every conceivable field of a given market, we should have arrived 
at composite demand for this kind of labor. It should be apparent, 
therefore, that we have been dealing with composite demand when- 
ever we have employed a demand schedule or demand curve, since 
such a schedule or curve, if complete, necessarily includes the de- 
mand of every possible purchaser for every possible use. 

Dynamic Happenings in the Long Run 

It will be remembered that we defined the long run as "a period 
of time sufficiently long to permit, on the one hand, an increase in 
the quantity of a given good, through an enlargement of the pro- 
ducing plants or the entry of new producers into the field; or to 
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permit, on the other hand, a decrease in the quantity of the goodj, 
through the voluntary or enforced withdrawal of productive agents 
used in making the good/’ We must now make clear the fact that 
the long run is an ideal concept, just as the notion of a perfect 
vacuum in the study of physics is an ideal concept. It is not, then, 
a condition one is likely to meet in real life, any more than a perfect 
vacuum is such a condition, but it is a very useful concept neverthe- 
less. When we leave the economics laboratory for the world of busi- 
ness, we come across a host of forces that are likely to influence, to a 
greater or lesser degree, the particular economic forces that we have 
singled out for examination. However, we are entirely justified in 
saying— as we have so often said— that long-run competitive price 
tends to equal the average unit costs of production of the optimum 
firm.® Another way of putting it is this: If at any time, under com- 
petitive conditions, the price of a good does not equal its average 
costs of production, certain forces will begin to operate to cause 
the price to move in the direction of its average costs of production. 

In our study of short-run price, we emphasized the fact that there 
is no necessary relationship between short-run price and costs of 
production. Goods having once been produced, they will be sold 
on the market at the highest price the holders can secure; and this 
price, of course, will either equal average unit costs of production or 
be greater or less than these costs. If, in a particular instance, the 
price received is exactly equal to costs of production, producers will 
be encouraged to continue their operations as in the past, but there 
will be no special tendency to increase their output. If price is less 
than costs, the situation will be discouraging, and some producers 
may be forced out of business. If, however, price is higher than costs, 
the profit that results will, in all probability, stimulate production, 
as we have already noted. 

Dynamic Conditions in Agriculture, Let us consider these 
three possibilities as they work out in the case of an agricultural 
product, such as cotton. This commodity, like practically all eco- 
nomic goods, is produced in anticipation of demand. It is produced, 
moreover, by thousands of individual farmers, most of whom have 
but a slight idea— if, indeed, any idea— of the quantity of cotton being 
raised throughout the world, and the probable conditions of demand 

® To avoid unnecessary repetition, we shall omit the words *hf the optimum 
firm" in the remaining pages of the present chapter. It should be understood, 
however, that in speaking of costs of production in the long run we are refer- 
ring always to the costs of the optimum firm. 
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that will prevail when the crop is harvested and sold. In the absence 
of accurate knowledge on such matters, and because of unpre- 
dictable changes in weather conditions, it would be little short of 
marvelous if the short-run price of cotton were to equal precisely 
its average unit costs of production. If, however, the short-run or 
market price should happen to match these costs exactly, both 
amounting to (say) 20 cents a pound, the quantity of cotton planted 
in the following year would probably approximate very closely the 
amount raised in the year we have been discussing. 

But if the market price, because of the large stock available or a 
decrease in demand, should be only 18 cents, or two cents less than 
costs of production, this loss would almost inevitably bring about 
a reduction in the acreage allotted to cotton-growing in the follow- 
ing year. If, on the other hand, because of an unexpectedly small 
stock or an increased demand, the market price should be 22 cents 
a pound, this two-cent margin of profit would result in larger plant- 
ings in the future; for those who had benefited by this profit would 
be likely to increase the acreage given over to cotton, and others 
would be attracted to this field of production. Producers, then, are 
in the long run continually making adjustments in productive ca- 
pacity, in the hope that conditions of supply and demand will bring 
them a price at least as great as their costs. And it is these adjust- 
ments that are instrumental in driving price toward the average 
unit costs of production. 

Graphic Presentation of Dynamic Happenings in Long-Run 
Price Determination. Figs. 26 to 29, inclusive, show graphically 
how a sudden change in demand may disturb temporarily the 
normal tendency of price to equal costs of production in the long 
run, and the way in which, through a change in productive capacity, 
the disturbance is overcome so that price and average unit costs 
of production again become equal. 

Let us suppose Fig. 26 to picture the normal long-run conditions 
of supply and demand in the case of bread, which we assume to be 
produced under conditions of constant costs. The costs of production, 
and likewise the selling price, are here seen to be 8 cents a loaf. 
The quantity offered and purchased at this figure is 25,000 loaves. 
But this arrangement is changed by an increase in demand that is 
indicated by the demand curve, D'D', in Fig. 27. This increase in 
demand, in the absence of an immediate, corresponding inci’ease in 
supply, has driven the price up to 12 cents. Because only 25,000 
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loaves are to be had^ and because buyers stand ready to take this 
quantity at 12 cents a loaf (as is shown by the new demand curve, 
D'D')> sellers of bread enjoy, for the moment, a large margin 
of profit— 4 cents a loaf. 



(Bread in thousands of loaves) 

Fig. 26. Dynamic Happenings in 
Long-Run Price Determination. 
The diagram shows price equal to 
costs of production, as it tends to be in 
the long run. The situation here pic- 
tured is antecedent to that shown in 
Fig. 27. 



(Bread in thousands of loaves) 


Fig. 27. Dynamic Happenings in 
Long-Run Price Determination. 
An increase in demand, with no im- 
mediate change in supply, has forced a 
temporary rise in price from 8 to 12 
cents. 



(Bread in thousands of loaves) 



(Bread in thousands of loaves) 


Fig. 28. Dyamic Happenings in Fig. 29. Dynamic Happenings in 
Long-Run Price Determination. Long-Run Price Determination. 

This diagram pictures the period of The adjustment is now complete, 
adjustment. The dotted lines show price Price once more equals costs of produc- 

gradually moving from 12 to 8 cents, as tion, but the quantity sold is now 30,- 
progressively large quantities of bread 000 loaves instead of 25,000 loaves, as 
are made available by an increase in was the case in Fig. 26. 
baking equipment. 

But the prospect of securing profit attracts new enterprisers into 
the field, and the number of loaves available increases gradually 
from 25,000 to 30,000. The broken vertical lines in Fig. 28 show this 
increase in production, which results from the opening-up of new 
bakeries. Each increase in the quantity oflEered tends to pull down 
the price. Thus it falls from 12 to 11, to 10, to 9, and finally to 8 
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cents a loaf, when it again equals costs of production. The adjust- 
ment is now complete, and the situation is once more a normal 
long-run condition, which is indicated in Fig. 29. 

Changes in Demand. So far as changes in demand are con- 
cerned, it need only be suggested that there is no assurance that 
demand, year after year, will remain fixed. It may easily be affected 
by changes in population, changes in desires, or changes in indi- 
vidual money incomes. Demand may either increase or decrease; 
and this fact adds greatly to the uncertainty of the situation and to 
the risks that producers continually face. Enterprisers never know 
exactly what conditions of demand will prevail in the coming year 
(or month) in which the goods now in course of production must 
be sold. They never know exactly how much of the commodity will 
be suppHed by other enterprisers. And yet they are continually 
making estimates of the conditions of demand and supply that may 
prevail at some future time, and are producing on the basis of these 
estimates. In this process of "guessing the future” and adapting 
productive forces to anticipated conditions, they are sometimes 
hampered by a fixity of plant and equipment. But in the long run 
these limitations do not exist, since (by definition) there is ample 
opportunity in the long run to increase or decrease productive 
capacity. 

Dynamic Conditions in Manufacturing. It is especially diffi- 
cult to make adjustments quickly in businesses that involve the use of 
large quantities of capital. We may consider, by way of illustration, 
a rapid increase in the demand for rayon cloth—an increase such as 
took place in the last decade or so— attributable to one of those 
changes in fashion by which our textile industries are so often 
seriously disturbed. Rayon manufacturers, to meet the increased 
demand and gain large profits, will endeavor to speed up produc- 
tion. In the long run, of course, if the popularity of rayon clothing 
continues, it will be possible to reorganize the industry and increase 
production greatly by the building of new mills, the purchase of new 
machinery, the development of an additional labor force, and like 
changes. But for a considerable time, manufacturers may experience 
great difficulty in enlarging their output; for it takes years, rather 
than months, to build enough mills, manufacture enough looms, and 
train enough workers to increase greatly the production of rayon 
cloth. 

These manufacturers may, of course, bring into immediate use 
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any out-of-date and partially obsolete looms they happen to have on 
hand, recall for service aged and inefficient workers who have been 
released in normal times, and perhaps operate night shifts to keep 
equipment working at capacity. They will doubtless do all of these 
things, provided the high prices obtainable for the cloth are suffi- 
cient justification for the expansion of production at high average 
unit costs. Indeed, however high these costs may run, there is every 
likelihood that there will be no let-up in expansion so long as the 
average unit costs are less than the high selling price made pos- 
sible by the sudden increase in demand. Owing to the inability of 
production to adjust itself immediately and completely to changes 
in demand, there may for a relatively long time be a margin of 
profit between price and costs of production. But as the long run 
wears on— that is, as the increase in mills, machinery, and labor 
force adds more and more substantially to the total output of rayon— 
this margin of profit will become smaller and smaller, and, assuming 
that the conditions of demand do not change in the meantime, will 
finally disappear. 

But if the change in demand should be in the nature of decrease 
instead of increase, and if the decreased demand should appear 
likely to be permanent, retrenchment rather than expansion would 
be in order. Firms that were barely getting along when prices were 
good would be the first to disappear from the scene. Many concerns 
would doubtless continue to produce as long as the price obtainable 
was sufficiently high to cover the variable costs of production. But 
no concern can continue to produce indefinitely unless it receives 
for its product a price high enough to cover the total costs of pro- 
duction— that is, fixed as well as variable costs. The process of con- 
traction, though often painful, is one that is easily understood. It 
consists of reducing in quantity the productive factors devoted to 
the industry— for example, machinery that wears out is not replaced, 
and workers who are no longer needed are laid off. In these and 
other ways, the productive capacity of the industry declines, out- 
put is lessened, and the unit price of the commodity rises. By and 
by, in the course of months or years as the case may be, the read- 
justment is complete, and price is again equal to average unit costs 
of production. 

Readjustments in an Age of Large-Scale Production. Finally, 
we may note once more the fact that the period of readjustment 
may be a long one. New concerns do not pop into an industiy the 


388 '; fundamentals OF ECONOMICS 

mstant there is a slight margin of proht between selling price and 
costs of production, and pop out again the moment it appears neces- 
sary to take a small loss. A century or more ago, these entrances and 
exits were made more rapidly than today, and the reason lies chiefly 
in the development of large-scale industry. In the early days of the 
factory system, going into business often meant the investment of 
only a few thousand dollars, whereas millions or hundreds of millions 
are now required for carrying on similar enterprises. Few business 
men could ^‘break into” the steel industiy today, even though they 
saw that large profits were being made there, since they could not 
secure the millions they would have to invest in fixed capital And 
once in, they would not be able to withdraw quickly, even though 
they were taking losses, because their tremendous investment in 
equipment would have to be sacrificed if they gave up. In industries 
that require little capital, the readjustments in production that are 
necessary to meet changes in demand may still be made fairly 
quickly, but in the large-scale industries so common today it may 
take a very long time for the discrepancies between price and costs 
of production to be wiped out. But whether the process is quick 
or slow, we may be certain that as long as there are any discrepancies 
of this kind, just so long, in a competitive society, will there be 
economic forces at work remedying the situation— that is, pulling 
price in the direction of average costs of production. 


1. Why do costs of production play so important a part in price de- 
termination in the long run? 

2. What is the ‘optimum firm,'^ and why does this firm tend to prevail 
in the long run? 

3. “Price cannot, over a long period, exceed costs of production, under 
conditions of competition.’^ Why not? 

4. “Price cannot for long continue to be less than costs of production.” 
Explain. 

5. If goods sell merely for costs of production, why do business men 
continue to carry on business? 

6. Under conditions of “constant costs,” are the costs of various pro- 
ducers uniform, or is it the costs per unit of commodity (regardless 
of the quantity of output) that are constant? 

7. Would you expect much or little labor, and much or little capital, to 
be employed in a business of constant costs? 

8. Under conditions of constant costs, how does an increase in de- 
mand affect the price? A decrease in demand? 

9. What is an industry of increasing costs? 
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10. Why is wheat production a business of increasing costs? 

11 . Under conditions of increasing costs, how does an increase in de- 
mand affect price? A decrease in demand? 

12. What is the significance, in the discussion of long-run price, of the 
statement that “every substantial change in the quantity of pro- 
duction is brought about through a reorganization of the industry’? 

13. What connection is there between the limitation of land of high 

' quality and increasing costs of production? 

14. “The part which man plays in production shows a tendency to in- 

, creasing returns.” Why? 

15. Under conditions of decreasing costs, how does an increase in de- 
mand affect price in the long run? A decrease in demand? 

16. What are “joint costs”? 

17. Give at least tliree examples of commodities that are jointly pro- 
duced. 

18. Under conditions of joint costs, what is the relationship of average 
costs of production to price? 

19. On what basis are the total costs of commodities jointly produced 

f divided into prices for each of the several commodities? 

20. Under conditions of joint costs, how will a change in the demand for 

I one of two articles jointly produced, without a corresponding change 

in the demand for the other, affect the individual prices of the two 
products? 

21. What is meant by “special processing,” and how do costs thus in- 
curred affect prices? 

22. Describe “joint supply,” “joint demand,” “composite supply,” and 
“composite demand.” 

I References for Further Reading 

f See list of references at the end of Chapter 16. 


20. Long-Run Monopoly Prices 


£n the last two chapters we discussed price dei^ermiriation under 
conditions of perfect competition. We must now give attention to 
long-run price conditions in which competition exists only partially, 
if at all. 

We have emphasized the fact that perfect competition assumes 
the existence of many sellers and many buyers, so that the power 
of any one seller to influence the supply schedule, or of any one 
buyer to influence the demand schedule, will not be sufficiently 
great to have any effect upon price. Complete monopoly is just the 
opposite, for it assumes that there is but one seller or one buyer, 
or a combination among sellers or buyers— which means, in the case 
of supply, the ability to limit the quantity offered for sale, and thus 
to secure a price higher than the competitive price would be. On 
the side of demand, too, there may be monopoly,^ with the result 
that the sellers must accept a price lower than competitive price. 

But though monopoly may relate to either the sale or the purchase 
of a good, it is most often found in connection with the former. 
We shall limit our inquiry, therefore, to this aspect of monopoly, 
bearing in mind that complete monopoly is the exclusive control 
over the total quantity of any commodity or service in a given 
market, and is therefore the exact antithesis of perfect competition. 
Our present interest in monopoly has to do with the influence upon 
price of the '‘exclusive control over output” which is the outstanding 
characteristic of monopoly. 

^ Some writers prefer to call this condition ‘^monopsony/' restricting the term 
monopoly” to the supply side of price determination. In an earlier chapter, we 
noted the charge made by tobacco growers in tlie United States, to the effect 
that there are so few buyers of raw tobacco in this country that these few con- 
stitute a purchasing monopoly, and that the tobacco grower has often been 
obliged to sell his crop at a price dictated by this alleged monopoly, and some- 
times at Less than costs of production, 
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The Theory of Monopoly Price. Monopolists, like enterprisers 
producing under competitive conditions, are in business to achieve 
economic success. Since economic success is ordinarily measured in 
terms of money, it is customary in this country to regard as suc- 
cessful the business man who has been able to make a substantial 
profit. The notion that business men are anxious to secure large 
returns for themselves is indicated in the Theory of Monopoly Price, 
which says that the intelligent monopolist endeavors to market his 
product at a price which will bring him the greatest possible total 
net return. 

Let us examine this italicized phrase a little further. The Words 
"totaF and "net” are particularly significant, and neither should be 
omitted. It would be incorrect to say that the monopolist is inter- 
ested in securing the greatest possible total return, for this might 
conceivably mean selling at so low a price per unit that (in the 
long run) price would just cover costs of production, and there 
would be no monopoly gain. Nor would it be safe to say that the 
moilopolist seeks to get the greatest possible net return, since this 
might be interpreted as meaning net return per unit, and not total 
net return; and an extremely high unit price might limit sales so 
severely that, despite a handsome net return p6r unit, there would 
be a very small total net return. What the intelligent monopolist 
aims to do is to charge the price that will yield a net return per unit 
which, when multiplied by the number of units sold, will bring him 
the greatest possible total net return. 

Long-Run Price Under Monopoly 

In illustrating the determination of monopoly price in the long 
run, we shall again employ three examples which we used in dis- 
cussing long-run competitive prices under conditions of constant 
costs, increasing costs, and decreasing costs. We now assume, how- 
ever, a state of complete monopoly in which one producer has ex- 
clusive control over the production of the good in question, and may 
decide for himself whether he wiU organize his business so as to 
produce large or small quantities. 

Contrast Between Competitive and Monopoly Conditions in 
the Long Run. In Fig. 30, which illustrates price determination 
under conditions of constant costs, we have a supply (cost) curve 
and a demand curve which show that, under long-mn competitwe 
conditions, 50,000 neckties would be produced and sold at $2.00 each. 
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We made clear, when we discussed this situation in an earlier 
chapter, that the price could not be less than average costs since 
enterprisers would not in the long run continue to produce at a loss; 
nor could it be greater than average costs because a margin of profit 
would attract new enterprisers and they— again in the long run— 
would so increase the quantity offered for sale that the price would 
be brought down to average unit costs of production. But under 
conditions of complete monopoly there is no such thing as competi- 
tion among producers. Hence, the monopolist is in a position to 


Pnce(each) 



Fig. 30. Long-Run Monopoly Price Under Conditions of Constant 

Costs. 

Monopoly price tends to be that price which will bring to the monopo- 
list the greatest possible net return. 

regulate his output so as to serve his own needs, which means, 
of course, so as to secure for himself the greatest possible total net 
return. 

Our study of fixed stock— that is, price determination in the short 
run— showed us that, once a quantity of an economic good has been 
produced, the price it will bring depends largely upon conditions of 
demand. If, with demand conditions such as are indicated in Fig. 30, 
our monopolist should produce 70,000 neckties and offer the whole 
output for sale, the fact that he is a monopolist would not save him 
from selling at a loss, for the demand curve shows that 70,000 ties 
can be disposed of only if the price is as low as 60 cents, regardless 
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of the $2.00 cost of production. In a predicament such as this, the 
monopolist would probably limit the amount of the commodity 
oflEered for sale, and might decide— since the costs entailed in pro- 
duction were gone beyond recall— to market whatever amount of his 
holdings would bring the greatest gross return.^ This, according to 
the cuiA^e DD, would be 40,000 neckties, which would sell at $2.80 
each and provide a total revenue of $112,000 to be applied to his 
costs of $140,000. Or, since we have been discussing short-run price 
in the present paragraph, the monopolist might decide to sell some 
other quantity and take a chance on being able to market the re- 
mainder advantageously after the close of the short run. 

It is extremely unlikely, of course, that an intelligent monopolist 
would so grossly misjudge the demand for his product; and we have 
suggested the possibility of so great a miscalculation merely to 
emphasize the fact that a monopolist, if he is to benefit by his mo- 
nopoly power, must do so by adjusting production to demand. In 
making this adjustment he will try to see to it that there is a margin 
of profit between total receipts and total expenditures, and, in addi- 
tion, he will endeavor to have this margin of profit represent the 
greatest total net return that can be extracted from the situation. 

Long-Run Monopoly Price Under Conditions of Constant 
Costs. If our monopolistic necktie manufacturer should produce 

50.000 ties, they would sell (as is shown in Fig. 30) at average unit 
costs of production, and there would be no monopoly profit. But if 
he restricts production, manufacturing 10,000, 20,000, 30,000, or 

40.000 neckties, there will be in each of these instances a return over 
and above average costs. Consequently the monopolist, seeking not 
only a net return but the greatest possible total net return^ will 
examine very carefully a demand schedule made up of his estimates 
of the prices at which various quantities of his product would sell, 
and on the outcome of his examination he will regulate his produc- 
tion, manufacturing many units or few on the basis of the Theory of 
Monopoly Price. 

2 A startling example of the control of the quantity of a commodity that is 
placed on the market was the destruction, by the National Coffee Depart- 
ment of Brazil, of 31,082,000 bags (about 4 billion pounds) of coffee, in the 
three-year period following June, 1931. The quantity burned and dumped 
into the sea, to hold up the price, was equal to more than fifteen months’ 
consumption for the entire world and, at September, 1934, prices, was worth 
approximately a half-billion dollars; { The New York September 6, 1934. ) 
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The Calculation of Monopoly Profits. Let us suppose that he 
is able to estimate accurately in advance the conditions of demand 
represented by the curve DD in Fig. 30. Then, knowing that his 
costs of production per unit will remain unchanged regardless of 
the quantity produced, he is enabled to draw up a table something 
like Table 24, which indicates clearly that it will pay the monopolist 
to produce 30,000 neckties, which he will be able to sell at $3.50 
each. For this quantity of product yields a monopoly profit of $45,000. 
If only 20,000 ties were produced, the advantage realized through 
the higher unit price would be more than offset by the reduction 


Table 24. Long-Run Monopoly Profits Under Conditions of 
Constant Costs 


Units 

Produced 

Unit Prices 
Obtainable 

Total 

Receipts 

Total 

Costs 

Monopoly 

Profit 

10,000 

$5.00 

$ 50,000 

$ 20,000 

$30,000 

20,000 

4.20 

84,000 

40,000 

44,000 

80,000 

8.50 

105,000 

60,000 

45,000 

40,000 

2.80 

112,000 

80,000 

82,000 

50,000 

2.00 

100,000 

100,000 


60,000 

1.30 

78,000 

120,000 

-42,000 

70,000 

.60 

42,000 

140,000 

-08,000 


in number of units sold; and if 40,000 were manufactured and sold, 
the advantage of the larger quantity would be more than wiped 
out by the loss in unit price. The proper number to produce, there- 
fore, is 30,000. 

If Fig. 30 were drawn with absolute accuracy, the greatest pos- 
sible total net return could be ascertained by measuring the areas 
ABCE, PGCF, and JKCH, and determining which of the three iS 
the largest. These areas represent the monopoly profit to be realized 
by producing, respectively, 40,000, 30,000 and 20,000 neckties; for 
each of the areas is made up of total receipts, less total costs of pro- 
duction. This being the case, it is apparent that the greatest of the 
three areas must, in a diagram that is correctly drawn, indicate the 
largest monopoly profit. This area will be PGCF, and ( as we learned 
in the preceding paragraph) it will pay the monopolist best to 
manufacture and sell 30,000 ties. 

The monopolist, like the manufacturer who operates under com- 
petitive conditions, produces in anticipation of demand. He is not 


lONG-RUN MONOPOLY FmCES 395 

able, therefore, to adjust his production perfectly to the demand 
schedule, because he cannot predict accurately in advance just what 
conditions of demand will prevail when he is ready to market his 
product. He proceeds, consequently, on the basis of the best infor- 
mation he can secure; and because his information is never complete, 
he is likely to produce at one time a little more, and again a little 
less, than the ideal amount. However, he is in a somewhat better 
position than the competitive producer to adjust production to the 
conditions of demand. For the latter is not only doubtful of the 


Pnce per bushel 



Fig. 31. Long-Run Monopoly Price Under Conditions of 
Increasing Costs. 


Monopoly price tends to be that price which will bring to the monopo- 
list tlie greatest possible net return. 

exact quantities that will sell at various prices, but he is also at a 
loss to know how much product will be thrown on the market by 
his competitors. And— demand being what it is— it is the total quan- 
tity which if large makes for low prices, and if small brings high 
returns per unit. The complete monopolist, though unable to fore- 
cast demand perfectly, is at least able to control production, so that 
production in anticipation of demand is somewhat less risky under 

monopoly than under competitive conditions. 

Long-Run Monopoly Price Under Conditions of Increasing 
Costs. In Fig. 81 and Table 25, we have the data necessary for 
considering, as a problem in long-run monopoly price, the supply 
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and demand conditions which we used, in Chapter 19, in discussing 
long-run competitive price in industries of increasing costs. 

The point P' in Fig. 31 indicates, as did the point P in Fig. 23, 
that the long-run competitive price under these conditions would 
be $1.20 a bushel. But by reference to the last column of Table 25, 
we find that the long-run monopoly price would be $1.63 a bushel, 
since tliis is the unit price at which the monopolist would realize 
the greatest possible total net return. The monopoly profit at this 
price would be $316,000,000, an amount which is indicated in Fig. 
31 by the shaded area, PGEF. 


Table 25. Long-Etost Monopoly Profits Under Conditions op 
Increasing Costs 


Units 

Produced 

(millions) 

Unit 

Prices 

Obtainable 

Total 

Receipts 

(millions) 

Unit 

Costs 

Total 

Costs 

(millions) 

Monopoly 

Profit 

(millions) 

100 

$2.00 

$200 

$ .50 

$ 50 

$150 

200 

1.87 

374 

.62 

124 

250 

300 

1.75 

525 

.73 

219 

306 

400 

1.63 

652 

.84 

336 

316 

500 

1.50 

750 

.95 

475 

275 

600 

1.37 

822 

1.05 

630 

192 

700 

1.25 

875 

1.15 

805 

70 

800 

1.13 

904 

1.25 

1000 

- 96 

900 

1.00 

900 

1.37 

1233 

-333 

1000 

.87 

870 

1.50 

1500 

-630 


Long-Run Monopoly Price Under Conditions of Decreasing 
Costs. Reference to Fig. 82 and Table 26 enables us to compare 
long-run competitive and monopoly price under conditions of de- 
creasing costs. The point P' in Fig. 82 shows that the long-run com- 
petitive price under the supply and demand conditions here pictured 
(which are the same as those given in Fig, 24) would be $400. The 
monopoly price, however, would be $700— the price indicated by the 
point P, and demonstrated in Table 26 to be the figure at which the 
monopolist would fare best, reaping at this price per unit a total 
monopoly profit of $80,000,000. This monopoly profit is represented 
in Fig. 32 by the shaded area, PGEF. 

Class Price. A demand curve, since it is a graphic representa- 
tion of the Law of Demand, shows that, while some buyers will enter 
the market only if the price is low, there are others who would pay 



(Automobiles in thousands) 


Fig. 32. Long-Run Monopoly Price Under Conditions of 
Decreasing Costs. 

Monopoly price tends to be that price which will bring to the monopo- 
list the greatest possible total net return. 

exceedingly high prices rather than go without the goods. Fig. S3 
shows that the first 10,000 neckties of the lot could be sold at $5.00 
each, the second 10,000 at $4.20 each, and so on down the line. To 
the seller of a commodity, it must seem a great pity that he cannot 
separate buyers into various price groups, and sell to each group at 
the maximum price its members would pay if the quantity offered 
were conveniently restricted. If, for example, it were possible to 


Table 26. Long-Run Monopoly Profits Under Conditions of 
Decreasing Costs 


Units 

Produced 

(thousands) 

Unit 

Prices 

Obtainable 

Total 

Receipts 

(millions) 

Unit 

Costs 

Total 

Costs 

(millions) 

Monopoly 

Profit 

(millions) 

100 

$1000 

$100 

$600 

$ 60 

$ 40 

200 

900 

180 

575 

115 

65 

300 

800 

240 

535 

160 

79 

400 

700 

280 

500 

200 

80 

500 

590 

295 

460 

230 

65 

600 

500 

300 

430 

258 

42 

700 

400 

280 

400 

280 


800 

300 

240 

360 

288 

- 48 

900 

V 175 

157 

320 

288 

-ISO 

1000 

100 

100 

300 

300 

-200 
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I^rice(each) 


(Hand-made neckties in thousands) 

Fig. 33. Class Price. 

Through interference with the operation of the Law of One Price, it 
is sometimes possible to secure a large monopoly profit. 


sell the 40,000 neckties in batches of 10,000 each to the several price 
groups, the total profit would be considerably increased, as is shown 
by the figures in Table 27. 

Obviously, from the point of view of the seller, it would be very 
desirable to market a product in this fashion and thus take advan- 
tage of the highest price each class could be induced to pay. It 


Table 27. Monopoly Profits Under Conditions op Class Price 


Units Sold 

Unit Prices 
Obtainable 

Total 

Receipts 

Total 

Costs 

Monopoly 
- Profit 

First 

10,000 

$5.00 

$50,000 

$20,000 

$30,000 

Second 

10,000 

4.20 

42,000 

20,000 

22,000 

Third 

10,000 

3.50 

35,000 

20,000 

15,000 

Fourth 

10,000 

2.80 

28,000 

20,000 

8,000 


Total Monopoly Profit $75,000 


might be necessaiy, in order to evade the Law of One Price, to 
conceal from the groups that were paying the higher prices the 
fact that the same commodity was being sold to others at lower 
figures. But the average consumer is so poor a judge of the intrinsic 
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worth of most commodities that the difficulties of concealing the 
true state of aflFairs are not great.^ 

If the ties were offered on four different counters in the same store 
at the four different prices, it is probable that customers who ordi- 
narily buy $5.00 ties would see the batch offered at that piice, and 
not the others. And even though they should note the similarity in 
appearance of neckties at different prices, they would be likely to 
attribute the difference in price to an imaginary difference in quality. 
It is entirely possible, then, that 40,000 ties could be sold in the 
manner that has been described, with the various classes of buyers 
paying different prices. Whenever a procedure of this kind can be 
followed, the possibilities of large profits are greatly increased. In 
our example above, a total of $75,000 of monopoly profit has been 
extracted from the situation ( see shaded portion of Fig. S3 ) , whereas 
the best that could be done if all units were marketed at one price 
by a complete monopolist would be to secure $45,000 of monopoly 
profit through the production and sale of 30,000 units. 

The outstanding characteristic of class price is an interference 
with the operation of the Law of One Price. Some writers, in dis- 
cussing class price, have referred to marketing that is done in batches 
at different times. A favorite illustration is the publication of a given 
book at different prices. A popular "series” of a well-known pub- 
lisher offers to the public, at a dollar a copy, a long list of books 
which originally sold for as much as four or five dollars each. Hav- 
ing found that purchasers have bought as many copies of a certain 
book as will be taken at a high price, the publisher arranges ( after 
an interval of some months or years) to have the book appear in 
slightly altered form at a much lower price, and thus gives it a new 
lease on life. 

But this, strictly speaking, is not class price, for there is here no 
violation of the Law of One Price, which relates, it will be recalled, 
to a given time. It is best to restrict our concept of class price to 
those cases in which different classes of purchasers are induced to 
pay different prices for the same good at a given time. The fees 
charged by lawyers and physicians are often based on the principle 
of class price, being adjusted to the paying capacities of clients or 
patients. Public entertainers also frequently modify their charges to 

^ The reader who is inclined to question this statement is referred to Stuart 
Chase and F. J. Schlink, Your Moneys Worthy New York, The Macmillan 
Company, 1929, for specific instances of human fallibility in retail buying. 
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meet the needs of the occasion, asking wealthy patrons more than 
others for identical programs. In cases such as these, class price is 
possible because the buyers have no way of knowing how much 
other buyers are paying, or because, even though they know, there 
is nothing they can do about it in the absence of competition. In the 
case of some goods— such, for example, as medical and legal serv- 
ices— the general public seems to accept price discrimination as un- 
objectionable and, indeed, socially desirable. 

There are doubtless numerous instances of the same goods parad- 
ing under different names at different prices, making it possible for 
sellers to charge class price. A classic example is that of forty-cent, 
fifty-cent, and sixty-cent coffee being sold from the same bin. 
Another charming illustration is vouched for by the Federal Trade 
Commission: It appears that the American Feather Bed and Pillow 
Company marketed the same quality of bedding under different 
names, at various prices. “‘The facts were that the bedding was all 
manufactured from the same grade of feathers, covered by the same 
grade of ticking, with no difference in grade, make or quality. As 
orders were received, a label, suitable doubtless to the purchaser s 
idea of the proper price to pay, was attached.” ^ Class price involves, 
then, some interference with competition; and this interference seems 
most often to depend upon the ignorance of the buying public. 

Long-Run Monopoly Price and Elasticity of Demand. We 
have seen that the monopolist must, in the long run, adjust his pro- 
ductive capacity and his output to the conditions of demand, if he is 
to benefit by the exercise of his monopoly power. However much or 
little he may be able to influence demand by advertising or other 
means, he will certainly, if he is wise, do his best to analyze the 
demand conditions for his product, and will aim to turn out, in the 
long run, whatever quantity of the good will yield the greatest possi- 
ble total net return. 

His final decision may be to limit output greatly and charge a 
high unit price, or, on the other hand, to produce a large quantity 
of the good and seU it at a moderate price. The question of elasticity 
of demand will doubtless enter into his calculations. 

If the demand is highly elastic, many more units of the good can 
be sold at a low than at a high unit price. Under these circumstances, 
it may pay the monopolist to think and act in terms of quantity 
production, since a low price per unit may find more than adequate 

^Ihid., pp, 83, 84. 
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compensation in the vastly larger sales that can be made if the price 
is held down. If the demand is elastic, but only slightly so, it is less 
certain that a low price will yield a larger total net return than a 
high price, since the gain in the number of units sold may not be 
suflScient to make up for the loss incurred through keeping the unit 
price low. If the good is one that has an inelastic demand, a high 
price will not greatly reduce the quantity that will find buyers, 
as compared with those who would purchase if the price were low. 
Hence, the monopolist will be encouraged to limit output (and 
hence the size of his plant and equipment) and charge all the traflBc 
will bear. 

Of course, an inelastic demand schedule eventually reaches a 
point beyond which it becomes elastic; but until that point has been 
reached, the monopolist is safe (so far as increasing his profits is 
concerned) in reducing capacity, decreasing output, and increasing 
the price per unit. This is true because, so long as demand remains 
inelastic, every such reduction in output and increase in unit price, 
at one and the same time reduces the monopolist’s total costs, in- 
creases his total receipts, and thus adds to his total net return. 

As we have said, it may pay the monopohst, if the demand for 
his product is elastic, to sell many units at a low unit price rather 
than fewer at a higher unit price. If he adopts this policy, he will 
find both total costs and total receipts increasing with each drop in 
the unit price. By examining these costs and receipts at every feasible 
step in production, and stopping at the point at which the difference 
between these two items is greatest, the monopolist will arrive at 
the quantity and price which will bring him the greatest possible 
total net return, as we have demonstrated in Tables 24, 25, and 26. 
It is not possible, in the case of elastic demand, to make a neat 
generalization such as is warranted in describing the effects of 
inelastic demand upon monopoly price in the long run. 

Long-Run Price Under Partial Monopoly 

The assumption of complete monopoly, which underlies prac- 
tically all we have said thus far in the present chapter, might almost 
be called an assumption contrary to fact— so diflScult is it to find hard 
and fast examples of complete monopoly in the workaday world. 
There are in this country, to be sure, a few cases of governmentally 
owned complete monopolies, such as the coinage of money and the 
operation of the postal service; and there are a good many instances 
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attracted one or more additional producers into the field, and that the 
newcomers together manufacture 10,000 neckties at this same unit 
cost of $2.00. The situation that now prevails is pictured in Fig. 34, 
which shows a total output of 40,000 ties which, according to the 
demand curve, will sell at $2.80 apiece. This price brings every pro- 
ducer a profit over and above costs of production, as is shown in 
the shaded portions of the diagram. However, the chief producer, 
with an output of 30,000 ties, now receives only $24,000 in monopoly 
profit, as contrasted with the $45,000 he formerly got when produc- 
ing exactly the same quantity. 



(Hand-made neckties m thousands) 


Fig. 35. Long-Run Price Under Conditions of Partial Monopoly. 

A comparison of Figs. 34, 35, and 36 shows the possibility of securing 
a monopoly profit, even in the absence of complete monopoly control. 

Long-Run Calculations of the Partial Monopolist. We may 
be sure that the "partial monopolist,'’ as we shall call the original 
producer, will I'esent this invasion of his field of production. But what 
he will do to remedy the situation is difficult to predict. He may 
decide that the invaders will not expand their productive capacity 
further, and that it will pay him best to reduce his own output by 
gradually reducing his productive equipment through non-replace- 
ment of worn-out capital. In this event, if he has guessed right, the 
total production of neckties may decrease, in the long run, to the 
quantity shown in Fig. 35. Here we find our partial monopolist turn- 
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ing out 20,000 ties as against a 10,000 total for all other producers. 
Both he and they have benefited by the reduction in output; for he 
now has a monopoly profit of $30,000, and the other producers 
$15,000, as compared with the $24,000 and $8000, respectively, 
which were theirs when the total output was 40,000 ties. 

But the partial monopolist may have underestimated the aggres- 
siveness of his competitors. He may discover, to his surprise and 
chagrin, that while he has been reducing his productive facilities 
his competitors have been adding to theirs, with the result that the 
total output, instead of falling to 30,000 units, holds firm at 40,000 
units. Such a shift in productive capacity brings also a shift in the 
proportion of the total output that is produced by the partial monopo- 

Price (eacli) 

Y| 
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(Hand-made neckties in thousands) 

Fig. 36. Long-Rxw Price Under Conditions of Parttad Monopoly. 

A comparison of Figs. 34, 35, and 36 shows the possibility of securing 
a monopoly profit, even in the absence of complete monopoly conti'ol, 

list The situation is shown graphically in Fig. 36, which indicates 
that the partial monopolist now produces only one-half of the total 
output, and that his monopoly profit has been reduced to $16,000, 
while the total monopoly gain of the other producers has been raised 
to the same figure. 

• Forbearance Amorig Partial Monopolists. From what has 
just been said, it is apparent that each of the several partial monopo- 
lists may attempt to gain at the expense of the other; but the aggressor 
must look for similar treatment from those against whom he schemes. 
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So long as a margin of profit remains, it mni/ pay one of these 
producers to increase his output and, by selling at a somewhat lower 
figure than the usual price, attempt to attract the patronage of his 
competitors" former customers. However, this course of action is 
fraught with danger, for it is almost certain to be repaid in kind and 
with interest! Long-continued warfare of this type would, of course, 
defeat its purpose by driving price down to cost of production and 
eliminating monopoly profit entirely. Indeed, it might conceivably 
be carried into the field of cutthroat competition, with a particularly 
strong partial monopolist selling temporarily at less than cost of 
production, with the thought of eliminating his few competitors and 
establishing a complete monopoly. 

But partial monopolists, on the whole, show little inclination to 
fight it out with others engaged in like production. Rather, they 
usually settle down to a sort of armed truce, with the tacit under- 
standing that aggression will be met with reprisal and that it is best 
for all concerned to let well enough alone. If the partial monopolists 
are of approximately equal size and strength, they tend to divide 
up the field among them and produce a total output that will yield 
a satisfactory profit for all. If there are one firm of giant size and a 
number of definitely smaller concerns (as in the steel industry in 
the United States), the smaller concerns are usually content to follow 
the lead of the large producer in the matter of price. Here, again, 
the price is pretty certain to be high enough to provide some mo- 
nopoly gain for all producers. 

Difficulties of Maintaining Monopoly Control 

Conditional Nature of Most Monopolies. It is commonly said 
that a monopoly charges ‘what the traflfic will bear,” and there is 
doubtless a great deal of truth in this observation. But what the 
traflSc will bear depends upon several extremely important con- 
siderations. There are practically no industries, except those pro- 
tected by special governmental grants, that are completely immune 
to competition. Make the inducements suflSciently great—that is, let it 
become known that the monopoly is making very large surplus profits 
—and in most instances capital and managerial ability will enter the 
field in the hope of securing part of the surplus. This particular 
tendency is often called “potential competition” and is listed as one 
of the restrictions on monopoly. 

But even if there should be no likelihood of formidable com- 
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petition, the use of substitutes is almost always a 'way out/’ if the 
monopoly should be inclined to abuse its control over output and 
thus over price. Few commodities that are left unconditionally in 
the field of private entei'prise are absolutely indispensable. If a coal 
monopoly charges extortionate prices, it is possible to turn to the 
use of oil or gas or, for some purposes, to burn wood. Electricity, 
gas, and even kerosene may be utilized for lighting purposes. 
Motor buses can be, and will be, employed if rail transportation is 
unduly high. The influence of substitutes becomes effective, of 
course, through a modification of the demand schedule. Indeed, 
whenever a demand schedule is presented— whether in the form of 
a table or cui’ve— due allowance has already been made for available 
substitutes and any other factors that would necessarily affect the 
shape of the demand curve or the data on which it is based. If worst 
comes to worst and no satisfactory substitute for a monopoly product 
can be found, there is always— in the face of great monopoly abuse— 
the remedy of government ownership or control. Indeed, several of 
the commodities mentioned in the present paragraph are frequently 
produced under the supervision of commissions representing the 
interests of the public. The tendency in this direction is shown in 
the so-called public utility field, in which railway, streetcar, and bus 
transportation, telegraph and telephone communication, and the 
operation of waterworks, gas and electric plants, and other impor- 
tant "public services” are controlled, and sometimes owned, by a 
municipal, state, or national government 

Monopoly ''by Authority.” Governmental "interference” in in- 
dustries such as we have mentioned is by no means always the result 
of monopoly abuse. In many instances it is simply a recognition of 
the fact that some enterprises must be operated as monopolies if 
waste is to be avoided. Little would be gained, and much might be 
lost, by permitting competition among producers of water, electricity, 
gas, and street railway service. Such competition, in most cases, 
would result in greater capital investment, larger overhead costs, 
and consequently higher rates than under regulated monopoly con- 
trol This country has witnessed some of the evils of competition 
among public utilities and has, for the most part, decided that regu- 
lated monopoly is better than unrestricted competition in this par- 
ticular field of economic activity. 

Patents and Copyrights. Another kind of monopoly by author- 
ity is that enjoyed by individuals or business concerns by virtue of 
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the possession of a patent or copyright. The United Shoe Machinery 
Company, for example, holds a number of important patents relat- 
ing to shoe machinery, and is therefore able to exercise monopoly 
control over the leasing of equipment essential to shoe manufacture. 
It is the ownership of valuable patents that makes it possible to 
restrict the manufacture of Eastman Kodaks to the “proper” quantity, 
and thus to hold up the price. Illustrations of monopoly control 
through the possession of patent rights could be extended to include 
many thousands of examples. In many cases, of course, these mo- 
nopolies are conditional, because of the existence of more or less 
satisfactory substitutes for patented goods. The same remark applies 
to goods sold under the protection of copyright. 

A copyright is very similar to a patent in its influence upon price. 
Books, plays, musical compositions, trade-marks, slogans, and a host 
of other items may be copyrighted, and their use restricted to the 
holder of the special privilege unless he chooses to share it with 
others. When a song, a play, or a book captures the public fancy as 
did, respectively, Old Man River, Life loith Father, and Peace of 
Mind, the monopoly power that goes with a copyright may be 
converted into hundreds of thousands, and sometimes millions, of 
dollars. For the exclusive control of the goods in question makes it 
possible, since competition cannot interfere, to secure for the one in 
control a large measure of monopoly profit. If, for example, the 
authors of Life with Father (in its dramatized version) had not taken 
out a copyright, there can be httle doubt that, once the play caught 
on, it would have been presented by dozens of theatrical producers. 
The result would almost certainly have been the disappearance of 
monopoly profit, because of price-cutting. But since the authors 
owned the copyright to the play, they were able to extract exceed- 
ingly large profits from the record-breaking run of this production. 

“Good WilF’ and Monopoly Profit. In many instances, a trade 
name will do quite as much as superior quality to seU an article to 
the consuming public and to put it outside the field of competitive 
price. The words “Ivory,” “Old Gold,” “Pepsodent,” and “Uneeda” 
have a sales value which may be, but is not necessarily, dependent 
upon the excellence of the commodities to which they relate. If, for 
example, it were possible to nranufacture a soap that was 99/f per 
cent pure, it is more than doubtful that the new product would com- 
pete seriously with Ivory Soap which, unless the manufacturers have 
understated its excellence, is only 99 44/100 per cent pure! The 
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modem answer to Juliet s query, “What’s in a name?” can be found 
in the fortunes that have been built up through the use of copy- 
righted names such as those we have mentioned. Once a trade name 
has been impressed upon the public consciousness— usually by dint 
of high-pressure advertising— the owner of the copyright to that 
name can ordinarily exact a monopoly tribute from consumers, if 
only he continues (through magazine, radio, and other forms of 
advertising) to sing the praises of his wares. 

We must not overlook the fact that the prestige of a particular 
commodity or business house can usually be gained only through 
the demonstrated ability of the commodity or concern to satisfy the 
public. If the quality of an article is satisfactory and is steadfastly 
maintained, and a firm’s dealings with the public are consistently 
fair, it is reasonable to suppose that buyers will be unlikely to 
withdraw their patronage. Once the reputation of a concern is estab- 
lished, its satisfied customers return to it almost automatically when- 
ever additional goods are needed. Confidence in a product and a 
friendly feeling toward a business house are the stujff of which 
“good will” is made. 

But confidence and friendship, sad to relate, are not always com- 
pletely justified. In the world of business, as in other lines of human 
affairs, they may be misplaced. Lying advertisements have been 
known to win the patronage of the public and bring huge profits to 
unscrupulous enterprisers. Many examples, past and present, could 
be cited in proof of this statement. It is sufiBcient to mention the fact 
that many, and perhaps most, patent medicines are quite incapable 
of relieving the ills which they profess to cure; that several popular 
toilet articles are sold largely on the basis of groundless fears aroused 
by sensational advertising; and that a certain cigar manufacturer 
used to suggest luridly, but untruthfully, that cigars made by others 
were produced under insanitary conditions— untfi he was restrained 
by the Federal Trade Commission from following this “unfair prac- 
tice.” Fortunately, however, good will is ordinarily short-lived unless 
customers are given at least reasonably good treatment. In any event, 
good will while it lasts, and whether justified or not, is a source of 
monopoly gains. To the extent to which buyers patronize a business 
man who has won their confidence, but whose prices are higher than 
the prices of others, this business man is in a monopoly position and 
may reap a monopoly profit. 
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1. Define ‘‘complete monopoly.’^ 

2. What is the relationship between competition and monopoly? 

3. State the Theory of Monopoly Price. 

4. State specifically the method by which the monopolist is able to 
regulate price in the long run. 

5. Is long-run monopoly price likely to be higher or lower than com- 
petitive price? Why? 

6. The monopolist is “in a somewhat better position than the com- 
petitive producer to adjust production to demand.” Why? 

7. What data must the monopolist have in order to decide upon the 
most advantageous quantity to produce? 

8. What is “class price”? 

9. Explain the importance of the time element in class price. 

10. Give several examples of class price. 

11. What is the relationship between class price and the Law of One 
Price? 

12. What is the meaning of “partial monopoly”? 

13. It is suggested in the text that partial monopolists usually find it 
desirable to “practice forbearance.” Explain. 

14. “There are practically no industries, except those protected by spe- 
cial governmental grants, that are completely immune to compe- 
tition.” Explain. 

15. What is “potential competition”? 

16. How does potential competition serve in some measure to protect 
the buying public from abuse by monopolists? 

17. What argument is usually advanced in justification of monopoly “by 
authority”? 

18. How does the issuance of patents and copyrights lead to monopoly? 

19. Do you feel that patents and copyrights can be defended success- 
fully as being economically justifiable? Explain. 

20. What is “good will,” how does it come into existence, and of what 
use is it? 

References for Further Reading 
See list of references at the end of Chapter 16. 


27 . Short-Run and Long-Run Prices 
Under Imperfect Competition 


A he greater part of our discussion of price determination has as- 
sumed the existence of either perfect competition or complete mo- 
nopoly. However, we departed from the these extreme assumptions 
to consider partial monopoly, which, though distinctly related to 
complete monopoly, lacks the exclusiveness that characterizes that 
rare condition. We now examine the situation known as imperfect 
competition, which, as the name suggests, does not fully measure up 
to our definition of perfect competition. For imperfect competition 
refers to a condition in which, though there may be many sellers 
offering a given product in a given market at a given time, some of 
them find it possible, in one way or another, to evade the thorough- 
going competition which sellers m a free market are, by definition, 
required to face. 

The Nature of Imperfect Competition 

Perfect competition implies that no seller is in a preferred posi- 
tion— that buyers would just as readily buy from any one seller as 
from any other, and are so situated as to be able to shift easily from 
seller to seller if even the slightest reason for making a change should 
develop. This means, of course, that the general conditions of the 
market are uniform, and that, specifically, the product itself is uni- 
form throughout the market. For, as we said in our first chapter on 
price detemiination, price applies to a given grade or quality of a 
given good, and not to that good in general. 

DIFFERENTIATION IN PRODUCT 

Strictly speaking, if one sellers product differs even a little from 
the product of other sellers, it should be regarded as a different ■ 
product, with supply and demand schedules all its own. But in the 
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actual market place there are literally thousands of commodities and 
services, each of which, while differing somewhat from other com- 
modities or services of the same general type, is yet so much like 
some of these as to constitute a quite satisfactory substitute for them. 
The result is competition— though not perfect competition— between 
two or more goods that are not strictly uniform. 

Economic Advantages of Differentiation. Whenever there are 
real or imaginary differences of the kind mentioned above, the seller 
who holds an advantage is likely to try to make the most of it. For 
if he can convince buyers that his product is better than that of other 
sellers (regardless of whether, in reality, it is or is not better), he 
may be able, by reason of this differentiation in product, either ( 1 ) 
to sell at a somewhat higher price than is asked by the others, or (2) 
to sell at the price charged by others a far larger quantity than he 
could dispose of, were the buying public not persuaded of the su- 
periority of his product. 

Differentiation: The Distinguishing Mark of Imperfect Com- 
petition. The earmarks of imperfect competition are ( 1 ) differen- 
tiation, and (2) the existence of many sellers. Since there are also 
many sellers under perfect competition, we may seize upon differ- 
entiation as the outstanding characteristic of imperfect competition.^ 
But it is a differentiation that operates only within narrow limits, 
for if the differences between the jSroducts offered by sellers are so 
great that each product is not a close substitute for the others, the 
products should be treated individually and not as ‘'the same prod- 
uct.” 

Genuine Differences in Competing Products. There are rela- 
tively few markets in which commodities are so completely stand- 
ardized as to warrant the statement that they are entirely uniform. 
Of course, it is possible, in the various commodity exchanges, to buy 
wheat, cotton, sugar, coffee, and certain other goods on the basis of 
standard classifications, with every assurance that the article quoted 
by one seller is identical with that quoted by another. It is also feas- 
ible for big concerns to order large quantities of machinery, raw ma- 

^We are not overlooking the fact that complete monopoly constitutes dif- 
ferentiation in its most extreme form, and that partial monopoly, though we 
have considered it as relating to a uniform product, may consist of a few 
sellers offering differentiated products for sale. However, it seems fair to say that 
the distinguishing feature of complete and partial monopoly is a limitation in 
the number of sellers, whereas in imperfect competition it is differentiation in 
the product itself or the special conditions surrounding its sale. 
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terials, and other essentials, according to written specifications, and 
thus avoid differentiation of product by the sellers from whom they 
ask bids. 

But the average consumer, buying at retail in small quantities, is 
frequently required to choose between many varieties of a given type 
of good. A housewife, let us say, finds that the grocers in her com- 
munity handle bread baked by a half-dozen different concerns. Four 
of these brands are “ordinary” bread and sell at 10 cents, the other 
two at 11 cents, for loaves of equal weight. But of the 11-cent brands, 
one contains a slight amount of butter and the other a small quantity 
of milk. Here, then, is a case in which, though there is a high degree 
of competition, since all six brands of bread are tasty and wholesome, 
there is also differentiation, for both bakers of 11-cent loaves may 
claim special merit for their products as compared with the cheaper 
bread. Moreover, each of these two bakers might in all sincerity 
insist that his bread is superior to that of the other, because of its con- 
tent of butter or milk, as the case happens to be. 

The Intermingling of Competition and Monopoly. It is evi- 
dent that the market just described has in it elements of both com- 
petition and monopoly. No one will deny that these six brands of 
bread have points of similarity, and might fairly easily be substituted 
for one another. On the other hand, it is equally clear that the two 
11-cent brands differ one from the other, and that they differ still 
more widely from the other four. In so far as these “different” brands 
are similar ( as they unquestionably are, in their ability to meet the 
demand for bread), the market leans toward competition; to the 
extent to which they differ ( as they do in certain minor respects ), the 
situation smacks of monopoly. But since it seems to be more largely 
competitive than monopolistic, we do not hesitate to call it a condi- 
tion of imperfect competition. 

Though we have assumed that only six brands of bread are offered 
for sale in this hypothetical market, it is reasonable to suppose that 
there are a number— perhaps a score or more— of grocers. Not only 
the six brands, but also tlie twenty grocers, compete with one an- 
other, and the result is a very considerable amount of competition, 
but admittedly not perfect competition, in the sale of bread. The 
availability of the “milk” bread may keep the price of "T^utter” bread 
from going above 11 cents, and the presence of the “butter” bread 
may in turn hold down the price of “milk” bread to that figure. In 
like manner, the possibility of substituting the lower-priced brands 
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may exercise a restraining influence upon the price of both of these 
better brands. Finally, the recognized superiority of these 11-cent 
loaves may deter sellers from asking more than 10 cents for the other 
brands, since an advance to 11 cents for the ''ordinary” bread would 
almost certainly lead buyers to shift to the "milk” or "butter” brands. 

The net effect of this intermingling of competition and monopoly 
is to permit some variation in the price of bread, because of the 
genuine differences in the several brands, but to confine this price 
variation within very close limits because the differences in product, 
while real, are after all relatively slight. Under conditions of perfect 
competition, with a completely uniform product, we should expect 
a single price to prevail, in conformity with the Law of One Price. 
But under imperfect competition, with a differentiation in product, 
price must be expected to vary somewhat. In our illustration, we 
have suggested that the price of bread might range from 10 to 11 
cents a loaf. 

Pseudo-Differences in Competing Products. Differentiation in 
product may be built upon pseudo-differences quite as well as on 
differences that are genuine. The prime essential of effective differen- 
tiation is that the buying public shall believe that differences exist. So 
long as buyers are convinced that one brand is better than another, 
it matters not at all whether the superiority is real or imaginary. Since 
this is true, it is small wonder that many a seller finds it more profit- 
able to make fictitious claims for his product than actually to endow 
it with superior qualities. 

Let us imagine a market in which cigarettes of identical quality, 
but different brands, are offered for sale. Anxious to gain an advan- 
tage in the matter of price or hoping to attract an exceedingly large 
number of buyers, one of these producers may undertake to differen- 
tiate between his cigarettes and those of other manufacturers through 
the use of a clever slogan, paid testimonials of socially prominent 
persons, or some such device as the once flaunted"cigarette blind- 
fold test.” 

If these measures are successful in persuading the public that this 
particular brand is better ‘than other cigarettes which are actually 
equally good, this purely imaginary difference is likely to result in 
price variations within a limited range, just as in the case of the 
genuine differences in quality which led to small variations in the 
price of bread. Of course, it is possible that this one producers at- 
tempt to differentiate between his brand and other brands would 
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cause the other manufacturers to adopt defensive or retaliatory meas- 
ures, with the net result that none would long hold an appreciable 
advantage. 

The Prevalence of Bifferentiation in Product, Differentiation 
in product that is based upon fact or fancy is discernible on every 
hand. Cold cream, gasoline, com flakes, soap, milk, cigars, hosiery, 
and a host of other commodities are often sold under conditions of 
imperfect competition. The situation prevails largely because some 
sellers make special claims for particular brands, and some buyers, 
unable to check adequately on the truth or falsity of these claims, 
are willing to pay slightly more for a highly extolled brand of a 
given good than is charged for other, less highly advertised brands, 
which may be quite as good— and may, indeed, be even better, for 
price is a very uncertain index of quality. One need but compare 
the wild claims made for certain brands of tooth paste with the 
medical profession’s dictum that ''the dentifrice has in itself no chem- 
ical or magical power to clean,” ^ to see the lengths to which baseless 
differentiation of product in a given field may go. 

DIFFERENTIATION IN CONDITIONS OF SALE 

There may be differentiation in the conditions surrounding the 
sale of a product quite as well as in the product itself; and, of course, 
both kinds of differentiation may occur at the same time. However, 
to simplify our discussion of differentiation in the conditions of sale 
we shall assume, in the present section, that there are no differences, 
real or imaginary, in the product. This leaves us free to center our 
attention upon any special conditions connected with the merchan- 
dising of a good that may place one or more sellers in a preferred 
position, and thus make the market situation one of imperfect com- 
petition— for it must be remembered that competition is not perfect 
unless buyers are as willing to buy from any one seller as from any 
other, and are able to shift readily from seller to seller. 

In most cases, the special marketing advantages that we shall note 
relate to all or at least many of the commodities the "prefeiTed’"* 
seller is offering, and not merely to an isolated item. If, for example, 
people are willing to pay a great department store a little more than 
is charged elsewhere for a given good, for reasons other than a differ- 
entiation in product, it seems likely that they would also pay the 
favored store somewhat more than the customary market price for 
October, 1926, 
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any of many kinds of goods. We shall examine several differences in 
the conditions of sale which might give rise to imperfect competition. 

Differences in Locations. A fairly obvious marketing advantage 
is the possession of a specially good location, wliich means a location 
that shields the seller, to some extent, from competition. The sub- 
urban druggist often enjoys an advantage of this kind. If he has 
the only drug business in town, he is able to charge more than a 
strictly competitive price, just so long as his “mark up” is not so great 
as to invite competition from the outside or to induce his customers 
to shift to another druggist in an adjacent town, or commuters to 
patronize a cut-rate chain drugstore in the nearby city. Within rea- 
sonable limits, then, the local druggist, grocer, plumber, or hair- 
dresser may charge prices that have in them some element of monop- 
oly attributable to his sheltered business location. 

In like manner, every seller whose location is so convenient that 
the buying public is anxious to patronize him may use this advan- 
tage either to raise prices above those charged by less admirably 
located merchants, or (by keeping prices down to the customary 
figures ) to attract an unusual volume of business. In a great city, the 
heart of the theatrical section, or the block nearest the suburban 
railway station, might, for purposes of differentiation, be an espe- 
cially desirable location for the sale of specific commodities. Even if 
the slogan, ‘Td walk a mile for a Camel,” is to be taken literally, it 
seems more than likely that at least some of the fastidious smokers 
of “Camels” would pay an extra penny, or even a nickel, to be spared 
making the trip. Whenever differentiation in location leads to an 
extra payment for cigarettes, or for any commodity or service, we 
have an instance of imperfect competition. 

Differences in Sales Policies. When, a good many years ago, a 
few progressive American merchants adopted the novel policy of 
charging established prices for goods (instead of "Tiiggling” about 
price with every customer) and guaranteeing “satisfaction or money 
back,” they placed themselves in a preferred position in the field of 
marketing. The acceptance of mail and telephone orders, the pro- 
vision of free, prompt delivery, and the extension of liberal credit to 
retail buyers were further.steps in differentiation as between sellers. 

The principle that “the customer is always right” has gone far, and 
is now widespread in this country. However, it is more earnestly ob- 
served by some sellers than by others, and herein lies a differentiation 
worth noting, and one that is not overlooked by the buying public. 
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For customers who value their time and seek to avoid fruitless con- 
troversy, it is distinctly advantageous to deal with merchants who 
insist that the sale is not concluded until the buyer is completely 
satisfied. Good will, which often brings a fancy price when a busi- 
ness changes hands, is very largely a matter of commanding a follow- 
ing which has been built upon an enlightened sales policy. 

Differentiation Through Special “Services.” Another means 
of differentiation is the provision of special “services,” which make 
one place of business more attractive than others of the same general 
type. A department store that offers its customers comfortable rest- 
rooms of ample size, writing rooms with free stationery, restaurants 
and lunchrooms with meals at markedly low prices, free organ con- 
certs, free lectures on diet, poetry, and interior decorating, free in- 
struction in cooking and dressmaking, spacious aisles, prompt elevator 
service, and unusually well-informed and courteous salesmanship, is 
likely to be able, because of these exceptional “seiwices,” to ask and 
receive prices somewhat higher than those charged in lesser estab- 
lishments. Indeed, in the case of a great department store, the mere 
fact that one may do a whole day’s shopping under a single roof is 
in itself a tremendous drawing card for many buyers. 

What we have just said is, after all, little more than a variation 
on the old theme that when one buys a commodity he also buys 
“service.” Sometimes— as, for example, when buying a lunch or a 
dinner— the service is of paramount importance. But in the case of 
most purchases, the extension of some unusual courtesy or privilege, 
perhaps small and seemingly insignificant in itself, may make a 
steady customer of a casual buyer. In general, people like to buy in 
stores that are conveniently located, from concerns they feel they 
can trust, in physical surroundings that are pleasant, and with the 
help of salespeople who reject the famous Vanderbilt pronounce- 
ment, “The public be damned.” ® 

Differentiation Through Advertising. W’e have already noted 
that differentiation may result from advertising that plays up imag- 
inary differences in equally good brands of a given commodity, and 
succeeds in convincing the public that one brand is superior to the 
rest. But advertising, without going so far as to state or even imply 
that a particular brand is better, may yet bring about differentiation 
merely by keeping the brand in question ever in the public eye. 

= John Bartlett, Famiiwi- Quotations, Boston, Little, Brown & Company. 
1938, p. 946. 
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For many years, a toilet soap of English make enjoyed an unusual 
popularity, which was gained largely through bombarding the pub- 
lic with the line, “Use Pears" Soap!"" Here was no attempt to argue 
the special merits of the product, but a simple injunction that at- 
tacked the possible purchaser from every magazine, newspaper, and 
billboard. That Pears" Soap long occupied a sheltered position, freed 
from the operation of perfect competition, was perfectly apparent. 
That the differentiation was related to advertising Is evident from 
the fact that the sale of this soap began to decline alarmingly just as 
soon as the volume of advertising was reduced, and picked up again 
when extensive advertising was resumed. 

It is not too much to say that the purpose of most advertising is to 
differentiate between the advertised article and other very similar 
products, and that in any event the e'ffect of much current advertis- 
ing is to interfere with the perfect functioning of competition, and 
thus to bring into existence a condition of imperfect competition. 

Short-Run Price Under Imperfect Competition 

Thus far, we have looked into the nature of differentiation, and 
emphasized the fact that it is the stuff that imperfect competition 
is made of. We have noted incidentally that imperfect competition 
gives rise to variations in price which would not occur in a perfectly 
competitive market. We shall now inquire a little further into these 
variations and their relation to phases of price analysis that we ex- 
amined in earlier chapters. 

^ In dealing with short-run and long-run price under conditions o£ 
imperfect competition, we must alter not only the definitions of de- 
mand and supply used in our study of competitive price determina- 
faon, but also the graphic representations of demand and supply. In 
Fig. 37, which pictures short-run price determination under imper- 
fect competition, we see that the familiar demand and supply ctJrves 
have ^ven place to demand and supply belts. The width of these 
e ts indicates the limits within which price varies, because of the 
imperfections of competition. For example, the demand belt, DD 
shows that 200 dozen eggs would be purchased at prices ranging 
from 43 to 45 cents a dozen, and 300 dozen within a price rangl of 
88 to 40 cents; while the supply belt, SS, shows that 300 dozen would 
be offered for sale at from 18 to 20 cents, and 700 dozen if the prices 
obtainable were 38 to 40 cents. 

Hence, we may define demand, under conditions of imperfect 
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competition, as a series of quantities of a differentiated economic 
good which, in a given market at a given time, would be purchased 
at figures falling within a corresponding series of price ranges. In 
the demand schedule given in Fig. 37, 200 dozen eggs constitute one 
quantity in this series, and this quantity is coupled up with a price 
range of 43 to 45 cents. In like manner, supply, under imperfect 
competition, is a series of quantities of a differentiated economic 
good which, in a given market at a given time, would be offered for 
sale at figures falling within a corresponding series of price ranges. 
The supply schedule in Fig. 37 shows 700 dozen as one in a series 



100 200 300 400 500 600 700 800 900 

(Dozens of eggs) 

Fig. 37. Short-Run Price Under Imperfect Competition. 


of such quantities, and 38 to 40 cents as the corresponding price 
range. 

In our diagram, the letter P does not represent a point, indicating 
a single quantity at a single price, but rather an area (the solid dia- 
mond-shaped area at the intersection of the demand and supply 
belts), indicating a number of quantities and a number oi prices. 
This means that we cannot speak with definiteness about either the 
quantity that will be sold or the price that will be charged. We know, 
by examining the Vertical broken lines which are drawn perpen- 
dicularly to the base line, that the quantity sold cannot be less than 
480 or more than 520 dozen; and the horizontal broken lines tell 
us that the price range extends from 28 to 30 cents. But whether the 
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total quantity sold comes closer to our minimum or maximum figure 
we cannot hope to know; nor can we discover what proportion oPthe 
total is sold at each of the several figures within the known price 
range. Here, as always in dealing with imperfect competition, we 
must be content with approximate information. 

Since we are discussing short-run price, it should be clear that 
cost of production does not enter into the situation, any more than 
it enters into the determination of short-run price under perfect 
competition. The supply belt, then, simply shows the price ranges 
within which various quantities of the good would be made avail- 
able. Within each of these many price ranges, we should naturally 
expect the sellers who occupy advantageous positions, by reason of 
differentiation, to hold out for the higher figures. Of the dealers 
willing to supply a part of the total of 500 dozen eggs which, as 
our figure shows, would be offered for sale at from 28 to 30 cents, 
there might be one only whose success in differentiation enabled 
him to charge 30 cents, a few whose less favorable position allowed 
them to ask 29 cents, and a fairly large number who could not hope 
to sell at a higher price than 28 cents. 

It should always be borne in mind that the possibility of close 
substitution tends to keep the price variations of imperfect com- 
petition within narrow limits. Even the most favored seller in. this 
egg market might hesitate to ask more than 30 cents, fearing that 
to do so would cause some of his customers to turn to the slightly 
less desired product offered by others at 29 or 28 cents. A variation 
in the price charged by different dealers for a substantially uniform 
product is a sign of imperfect competition, but a variation that is 
slight suggests that there is in the situation a good deal of potential 
competition, and that the preferred sellers dare not tempt the fates 
too far. 

Long-Run Price Under Imperfect Competition 

Upon long-run as well as short-run price determination, imperfect 
competition casts its shadow of indefiniteness. For in so far as differ- 
entiation of a product or of conditions surrounding its sale continue 
over long periods of time, to this extent will long-run price tend to 
fall within a limited price range rather than to equal an exact figure 
which measures the average unit costs of production* Price ranges 
of these kinds, for industries of constant, increasing, and decreasing 
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costs, are indicated by the solid areas marked P in Figs. 88, 39, and 
40, respectively. 

Time has ever been a great leveler, and economists, in using the 
concept of the long run, have depended upon the passage of years 
to wipe out any "abnormaF conditions which may temporarily have 
permitted price to be higher than costs of production. However, they 
have looked to perfect competition to bring about the necessary read- 
justments; and if imperfect competition, through the agency of dif- 
ferentiation, is a continuing phenomenon, it would seem that the 
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Fig. 88. Long-Run Price, Under Imperfect Competition, in 
Industries of Constant Costs. 


limited price range^ rather than one price only, might be applicable 
to a good many price situations. Some kinds of differentiation are, in- 
deed, short-lived, but others (such, for example, as differentiation 
based on good will or a well-advertised brand) may be potent for 
some decades or even generations. 

In industries in which differentiation prevails even in the long ran, 
the supply schedule ceases to be strictly an average unit cost curve 
and becomes instead a supply belt. This is not, however, a supply 
schedule such as we met in our treatment of short-run price under 
imperfect competition, for that schedule bore no necessary relation- 
ship to costs of production. The long-run supply belt is by no means 
so completely divorced from costs, for the lower limit of this belt 
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Fig. 40. Long-Rxtn Price, Under Imperfect Competition, in 
Industries OF Decreasing Costs. 

various quantities) the average unit costs of production. Above this 
line, however, is an area in which are found, within a limited range, 
the slightly higher prices which some especially fortunate concerns* 
by reason of their success in differentiation, are able to charge. 








PRICES UNDER IMPERFECT COMPETITION 423 

What we have said about partial monopoly and imperfect com- 
petition is an amplification of our repeated warning that perfect 
competition and complete monopoly are extremely rare. It is true 
that in Chapters 16 to 19, and in most of Chapter 20, we assumed 
the existence of perfect competition or complete monopoly. These 
assumptions were essential to the development of our analysis, just 
as certain hypotheses are necessary in the study of the physical 
sciences. But we have been free always to admit that competition 
and monopoly in unmodified form are probably non-existent. 
"Though monopoly and free competition are ideally wide apart,”' 
says Professor Marshall, "yet in practice they shade into one another 
by imperceptible degrees; . . . there is an element of monopoly in 
nearly all competitive business; and . . . nearly all the monopolies, 
that are of any practical importance in the present age, hold much 
of their power by an uncertain tenure; so that they would lose it 
ere long, if they ignored the possibilities of competition, direct or 
indirect.” ^ 


1. The term "strictly competitive price” assumes that the good under 
consideration is uniform throughout the market. Why is this as- 
sumption essential? 

2. In what respects might a merchant gain through a "differentiation” 
in the product that he sells? 

3. "The outstanding characteristic of imperfect competition is differ- 
entiation.” Explain. 

4. Give an example of genuine differences in competing products. 

5. Differentiation in product may be the result of pseudo-differences. 
Explain, with an illustration. 

6. In every instance of imperfect competition, there is an element of 
monopoly. Why is this necessarily the case? 

7. Under imperfect competition, prices must be expected to vary some- 
what. What is to keep them from varying widely? 

8. What connection, if any, may there be between (1) differentiation 
in product and (2) lack of knowledge of market conditions on the 
part of the buyers? 

9. Explain how a progressive sales policy might lead to differentiation, 
and therefore to imperfect competition. 

10. Give an example of differentiation brought about by advertising. 

11. Contrast the price range under imperfect competition, with one 
price only under perfect competition. 

^ Alfred Marshall, Industry and Trade, New York, The Macmillan Com- 
pany, 1923, p. 897. 
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12. Why should the quantity sold, as well as price, be somewhat In- 
definite under imperfect competition? 

13. Would you expect differentiation to be wiped out in the lonj? run? 
Why, or why not? 

14. What is the gist of Professor Marshall’s observation as to the nature 
of competition and monopoly? 

References for Further Reading 
See list of references at the end of Chapter 16. 


22, Prices in the Period of 
Current Production 


Cur next task is to inquire into the productive activities that take 
place in what, for want of a better name, we shall call the "'period 
of current production.” The short run, as we have seen, relates to a 
fait accompli, in so far as production is concerned, since it deals 
with goods already in existence. The long run, on the other hand, is 
long enough to enable business men to increase their productive 
capacity by enlarging old plants or building new ones, or to de- 
crease their capacity by failing to replace old productive facilities 
as they wear out. But the period of current production has to do 
with goods which may or may not be produced, depending upon the 
desirability or undesirability of carrying on production as judged 
by business men already equipped to turn out the goods in question. 
The period of current production may be defined, then, as a period 
of time too short to permit a change to take place in the quantity of 
plant and equipment available for making a given economic good:, 
but sufficiently long to enable enterprisers to turn out as much of the 
good as they may think desirable, within the limits of the existing 
productive capacity. 

Competitive Trices in the Period of Current Production 

Causes of Productive Activity. A business man will ordinarily 
produce goods only if he sees, or thinks he sees, a financial advan- 
tage in so doing. This advantage may consist of either making profit 
or avoiding loss. That is to say, the producer will seek to maximize 
his profits if profits can be had, or to minimize his losses if losses must 
be taken. During the post-1929 depression some business enter- 
prisers continued to produce goods which sold for substantially less 
than total costs of production, though for more than variable costs, 
while others closed down completely because the prices obtainable 
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for their products were insufficient to cover even variable costs. But 
there were times during World War II when many producers found 
it profitable to use their equipment very intensively, and thus turned 
out, even before they were able to increase the size of their plants, 
far larger quantities than they had ordinarily produced. 



Fig. 41. Cost Curves of an Individual Manufactui=ieb of Briefcases, 
AND Demand Curve for His Product, Under Competitive Conditions. 


Costs of an Individual Producer. We may observe the attempt 
to maximize profits or minimize losses by considering the case of an 
individual firm, using the information presented in Table 28 and Fig. 
41. In the table are given several kinds of costs which would be in- 
curred by a hypothetical manufacturer of briefcases; and the figure 
shows in graphic form as many of the essential data as could con- 
veniently be included. In Fig. 41, average total costs and marginal 
costs, in which we are especially interested in the present connection> 
are indicated by the ATC and MG curves, respectively. They show, 
as do the corresponding figures in Table 28, that both kinds of costs 
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decline for a time with each increase in output, and also that both 
begin to rise again, but at different points in the productive process. 

The downward slope of the average total cost curve is attributable 
to the fact that, with every increase in output, the fixed cost portion 
of total costs is spread over a larger number of units of product than 
before. The marginal cost curve moves downward because the great- 
est efficiency of the productive agents tliat are associated with vari- 
able costs cannot be realized unless and until the point of diminishing 
productivity in the use of these agents has been reached. In our ex- 
ample, agents of this kind are used most effectively when five of the 
briefcases are produced.^ 


Table 28 . Total, Average Variable, Average Total, and Marginal 
Costs of an Individual Manupactureb op Briefcases 


Output 

(units) 

Total 

Costs 

Average 
Variable Costs 

Average 
Total Costs 

Marginal 

Costs 

1 

$ so.oo 

$35.00 

$50.00 



75.00 

30.00 

37.50 

$25.00 

S 

95.00 

26.66 

31.66 

20.00 

4 

112.00 

24.25 

28.00 

17.00 

5 

127.00 

22.40 

25.40 

15.00 • 

6 

144.00 

21.50 

24.00 

17.00 

7 

164.00 

21.33 

23.43 

20.00 

8 

187.50 

21.50 

23.44 

23.50 

9 

215.00 

22.22 

23.95 

27.50 

10 

m.5Q 

23.25 

24.75 

32.50 

11 

286.00 

24.64 

26.00 

38.50 

. 1% 

332.00 

26.42 

27.66 

46.00 


When the output goes beyond five units, marginal costs begin to 
rise. Their rise tends to raise average total costs also, but this tend- 
ency is more than counteracted, for a while, by the continued decline 
of fixed costs per unit of output as these costs are spread over an in- 
creasingly larger number of units with each addition to total produc- 
tion. Hence, the ATC curve continues to decline for a considerable 
time after the MC curve has begun to rise. But this counteracting 
influence is not effective indefinitely. By and by, the descending ATC 
and ascending MC curves intersect. The intersection occurs when 

^ We have deliberately oversimplified this example for purposes of greater 
ease in explanation and illustration, speaking in terms of a few units of a 
good which would ordinarily be produced in larger lots. The reader who pre- 
fers an example which smacks of reality can get it in this instance by 
multiplying the given quantities by hundreds or thousands, according to his 
idea of what would constitute actual production of a good of this kind. 
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the total output is eight units, and at this point average total costs 
are equal to marginal costs. 

Cost Considerations Affecting Production. Let us now apply 
the concepts of average total costs and marginal costs to the case of a 
manufacturer who is planning his productive activities for the com- 
ing period of production. This manufacturer, we may assume, has 
been making briefcases for some years. He has the plant and equip- 
ment required for this type of manufacture. He has estimated his 
costs of production, which we may assume to be those given in Table 
28 and Fig. 41. Under these circumstances, will this manufacturer 
decide to produce or not to produce; and if to produce, just how large 
an output will he plan to have? 

The answers to these questions will be found in the relationship 
between this producer s costs of production and his estimate of the 
price his product will bring when it is ready for the market. In trying 
to predict the future price of briefcases, our manufacturer will prob- 
ably rely chiefly upon prices paid for such goods in the past, possibly 
using the price obtainable during the past few months as a basis of 
calculation and modifying that figure somewhat if the coming market 
period seems likely, for one reason or another, to be worse or better 
than the one just ended. Regardless of the method used by this enter- 
priser to arrive at a probable future price for his product, he must 
have in mind some figure (say, $23.50 a unit) if he is intelligently 
to adjust his production to anticipated demand. 

The Individual Firm’s Concept of ‘"Demand.” Moreover, we 
must bear in mind that ‘‘demand,’" to the individual firm in the pe- 
riod of current production, does not appear in the form of a demand 
schedule of the type familiar to all students of economic principles. 
To this producer, demand is not “a series of quantities that would be 
taken at a corresponding series of prices.” It is, on the contrary, a 
single price at which he confidently expects to sell his entire output, 
whether large or small. 

This is a reasonable view for a competitive producer to adopt, for, 
by definition, a competitive market is one in which the action of any 
one seller is unable to affect the price of the good. Since briefcases 
of this kind are made by a number of manufacturers and many units 
of the good will be thrown on the market, this individual manufac- 
turer, by producing or failing to produce, will not be able to influence 
the price at which the coming stock will sell. Hence, he is justified 
in assuming that he will receive a uniform price for his output, re- 
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gardless of the quantity he produces. If, when the cases are ready 
to market, he should be able to sell any of them whatsoever at $23.50 
each, he would be able to sell his entire output at that unit price. His 
view of the situation is shown in Fig. 41, in which the demand curve 
for this one producers output indicates that any quantity he might 
offer would be taken by purchasers at $23.50 per unit. 

Costs and Anticipated Price. Let us suppose, now, that this po- 
tential producer has decided upon the price which, in his opinion, 
the batch about to be produced will command when completed, and 
that he has before him the information about costs contained in our 
table and diagram. If he expects briefcases of this kind to bring 
$23.50 each, he will doubtless decide to produce eight units, for this 
quantity can be made (as is shown in Fig. 41) at a marginal cost 
equal to the price. To produce more than eight units would mean a 
loss, since the marginal cost of additional units would exceed the 
price of $23.50, with the result that each such unit would be adding 
less to the producer s income than to his costs. To produce fewer than 
eight units would also be unwise, since this would mean stopping 
production where price was in excess of marginal cost, and where 
each unit produced was consequently adding more to the producer’s 
income than to his costs. Hence we arrive at the conclusion that, at 
an anticipated price of $23.50, the manufacturer would decide to 
make eight of the briefcases. 

If he should expect the cases to bring more than $23.50 each—say, 
as much as $32.50— he would want to take advantage of this high 
price, and would undertake to produce the ten units which could be 
manufactured at an average total cost of $24.75. If he stopped short 
of producing this quantity he would fail to make some cases which 
could be sold for more than their marginal cost, and if he produced 
more than ten he would raise his marginal cost above the $32.50 that 
is obtainable for his product. Either of these courses of action would 
bring a loss which our manufacturer could avoid only by fixing his 
output at ten units. He would not be deterred by the exceedingly 
high marginal costs ($32.50) involved in producing ten cases, fo-r 
marginal costs hold no terrors for an enterpriser so long as average 
total costs are lower than marginal costs and also lower than selling 
price, as in the present instance. If, however, this enterpriser s study 
of future prospects should lead him to predict a price of $22.50, he 
would be greatly concerned about marginal costs, mnce they would in 
this instance be lower than average total costs. This does not mean 
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that he would refuse to produce at a price that is less than total costs; 
but he would do so only in case this figure was higher than the aver- 
age variable costs involved in producing the quantity in question. 

This is true because, though a producer cannot in this sort of situ- 
ation avoid taking a loss, he would lose less by producing than by not 
producing. Since fixed costs must, by definition, be met whether 
goods are produced or not, the enterpriser who cannot get a price 
high enough to cover total costs wiU ask himself whether the price 
obtainable will more than cover variable costs. If the answer is 
aflSrmative, we may be sure that he will produce; for the price re- 
ceived will enable him to pay all additional costs resulting from pro- 


Table 29. Individual and Total Supply Schedules Debived pkom 
Marginal Cost Schedules op Individual Firms in the 
Pbeiod op Cxjbeent Production 


! 

At the 
Price of 
(each) 

Individual Firms Stand Ready to Produce 

Total 

Supply 

Firm 
No. 1 

Firm 
No. 2 

Firm 
No. 3 

Firm 
No. 4 

Firm 
No. 5 

$17.00 




4 

6 

10 

20.00 


7 


1 8 

10 

25 

23.50 

^ 8 

9 

7 

9 

11 

44 

27.50 

9 

10 

8 

10 

12 

49 

32.50 

10 

11 

9 

11 

13 

54 

38.50 

11 

12 

10 

12 

14 

59 

46.00 

12 

13 

11 

IS 

15 

64 


ducing instead of not producing—that is, variable costs—and leave a 
little over which he can apply to the payment of his fixed costs. He 
would therefore lose less by producing than by not producing— that 
is to say, he would in this way minimize his loss. 

A Summary of Individual Policy in the Period of Current 
Production. We conclude, therefore, that the individual firm's 
guide to output in the period of current production is its marginal 
cost cuive. Indeed, that portion of the marginal cost curve which lies 
above the average variable cost curve is a graph of this firm's in- 
dividual supply schedule. In tabular form, it appears in Columns 1 
and 2 of Table 29, and clearly consists of a series of quantities of 
this economic good which, in the period of current production. Firm 
No. 1 stands ready to produce at a corresponding series of prices. Of 
course, this producer will actually produce only one of these several 
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quantities. In his own best interest, he should and would produce 
the quantity which, in his individual supply schedule, is associated 
with the price he expects his output to command; for this is the 
quantity which at that price would maximize his profits or minimize 
his losses. Hence, he will consider it more advantageous to produce 
at any point on the marginal cost curve that lies above the average 
variable cost curve than not to produce at all. The intersection of the 
marginal cost and average variable cost curves is a point of indifer- 
ence^ for at this point the price is just sufiicient to cover average vari- 



Fig. 42. Equilibbium of Demand and Supply in the Period of Current 
Production, Under Competitive Conditions. 


able costs, with nothing left over to help pay fixed costs. Below this 
point it would be better not to produce, since in that region the 
anticipated price is too low to cover even the average variable costs— 
costs which can be avoided by refusing to produce. 

Individual and Total Supply in the Period of Current Pro- 
duction. In any given period of current production, there will al- 
most certainly be differences in the costs of production of the several 
individual producers. Some, for example, will have less modern ma- 
chinery and tools than others, or will not yet have adopted the opti- 
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mum size of business unit. For these and other reasons, the average 
total, average variable, and marginal costs of individual firms will 
differ somewhat, and consequently their individual supply schedules 
will differ. 

We have indicated these differences in Table 29 by the inclusion 
of several additional firms. These firms would produce different 
quantities of these briefcases if they expected the price to be (say) 
$23.50; and this is evidence that their marginal costs are not identical. 
However in order to maximize profits or minimize losses, all five of 
these firms stand ready to produce at each of the several prices the 
quantities indicated in the table. Since this is the case, we can add 
the individual outputs of all firms at each price given, and thus ar- 
rive at total supply of the five firms, which we assume to be all of 

the producers in this type of enterprise. 

Price Determination in the Period of Current Production. 
T e first and last columns of Table 29 give us the series of prices and 
quantities which constitutes supply. In Fig. 42 they appear in the 
tom of a supply curve. We have added a hypothetical demand curve 
which, at the point of intersection with the supply curve, shows that 
f ^ forty.four units, which wffl sell 

We may generalize to the extent of saying that, in the period of 
eurreirt production, competitive price tends to equal the marginal • 
wsfs of all firms engaging in production. In our example, $23.50 is 
e marginal cost of production of all producers, because each of the 
five firms has adjusted its individual output to the quantify it could 
produce at the marginal cost of $23.50. ^ 

Reahzed Prices. We must now face the fact 
when^L^r"’ expectations of individual fims may not be realized 
when the time to seU has arrived. Goods are actually sold not in the 
Img run, the penod of current production, but in the short run. 

*at tends to prevail in the long run or in the period of 

rece?vilT?T“fi' necessarily the price that will actaaUy be 
receiv^. Indeed, afirm cannot be certain how well it has anticipLd 
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plaBt and equipment will tend to be used more intensively in the 
next period of current production. If, on the other hand, the price 
obtained is lower than producers in general expected to receive, plant 
and equipment will probably be used less intensively than before. 
And eventually a series of periods of current production, by influenc- 
ing supply and therefore price in a corresponding series of subse- 
quent short runs, may be expected to cause producers to make those 
adjustments which, when completed, lead to the long run. 

Monopoly Prices in the Period of Current Production 

We now look into the calculations of the monopolist as he deter- 
mines his course of action in a period of current production. In this 


Table 30. Total, Aveeage, and Marginal Eevenues of a 
Manufacturer of Briefcases Under Monopoly Conditions 


Units Sold 

Total Revenue 

Average Revenue 

Marginal Revenue 

1 

$ 39.00 

$39.00 


2 

73.50 

36.75 

$34.50 

3 i 

103.80 

34.60 

30.30 

4 

129.80 

32.45 

26.00 

5 

151.00 

30.20 

21.20 

6 

168.00 

28.00 

17.00 

7 

181.02 

25.86 

13.02 

8 

189.44 

23.68 

8.42 

9 

193.50 

21.50 

4.06 

10 

193,50 

19.35 

0.00 

11 

188.54 

17.14 

-4.96 

12 

179,76 

14,98 

-8.78 


examination we shall employ the concepts of average and marginal 
revenue, which require brief explanation. 

Average and Marginal Revenue. Average revenue is simply 
receipts per unit of goods sold, and is found by dividing the total 
revenue received from the sale of a batch of goods by the number 
of units sold. Marginal revenue is the amount added to total revenue 
by the sale of one additional unit of the good in question. 

In Table 30 are given approximate figures showing the total, aver- 
age, and marginal revenues of a manufacturer of briefcases under 
monopoly conditions. If, for example, we divide $129.80 by the four 
units which yield that total revenue, we get an average revenue of 
$32.45. And if we subtract from $129.80 the total revenue which im- 
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mediately precedes it-$103.80-we arrive at $26.00 as the amount 
added to total revenue by the sale of five as compared with four units, 
or a marginal revenue of $26.00. 

In Fig. 43 we use the same cost situation (indicated by the ATC 
and MC curves) that was presented in Fig. 41. Our purpose in doing 
this is to show how the substitution of monopoly for competition 
affects output in a period of current production. The AR and MR 


Fig. 43. Cost and Revenue Curves of a Manufacturer of Briefcases, 
Under Monopoly Conditions. 

curves represent, respectively, average and marginal revenues as 
given in Table 30. An average revenue curve is always a demand 
curve, and we have here given it both designations.^ This demand 
curve moves downward and to the right, as a total demand curve 
must in order to conform to the Law of Demand; whereas in Fig. 41 
the demand curve (which showed demand for his individual output 

^ Of course, the demand curve in Fig. 41 Avas also an average revenue 
curve, and likewise a marginal revenue curve, but it seemed best not to 
complicate the analysis by mentioning this fact at that point. 
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as seen by a competitive producer) was horizontal throughout. The 
horizontal demand curve is correct for a competitive seller, who 
rightly thinks that his entire individual output will sell at a uniform 
price. But the monopolist knows that, since he is the one and only 
seller, he will be able to sell more units at a low than at a high price; 
hence, his concept of demand is indicated by a demand curve of the 
traditional type. 

Considerations Affecting Current Production Under Monop- 
oly. Our monopolist, who is provided with a given quantity of 
plant and equipment, is now ready to decide upon his current pro- 
duction. Like the individual producer under competition, he finds in 
his marginal cost curve his best guide to production. Like the com- 
petitive producer, he will, if necessary, produce at a price lower than 
average total costs, but not lower than average variable costs. But 
since he is a monopolist, he will probably be able to regulate his pro- 
duction so as to cover total costs and reap a monopoly profit in addi- 
tion. The general principle he should and would follow is to produce 
the quantity indicated by the intersection of his marginal cost and 
marginal revenue curves. In Fig. 43, the quantity indicated is six 
units, which may be expected to sell at $28.00 apiece. 

The intersection of the MC and MR curves is, of course, the point 
at which marginal cost and marginal revenue are equal. This is the 
point up to which our monopolist must go, but beyond which he 
must not go, if he is to secure the greatest possible total net return 
from this situation. By failing to produce as many as six units, he 
would fail to manufacture some briefcases which would sell for more 
than they cost, as is shown by the fact that the MR curve is higher 
than the MC curve up to the point of intersection. By insisting upon 
making more tlian six, he would produce some units which would sell 
for less than they cost, since the MR curve is lower than the MC 
curve beyond the point of intersection. 

An examination of the total costs (Table 28) and total revenues 
( Table 30) associated with various outputs of this good leads to the 
same conclusion. It costs $24.00 a unit, or a total of $144.00 to manu- 
facture six of these briefcases; and this quantity can be sold for 
$168.00, with a monopoly profit of $24.00. Similar calculations show 
that an output df seven units would yield $17.02, and an output of 
eight units $2.01, in monopoly profit. In the period of current pro- 
duction, then, price tends to be at that figure which will bring the 
monopolist the greatest possible total net return; and the output that 
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will bring that return is indicated by the point at which marginal 
cost and marginal revenue are equal—the point of intersection of the 
MG and MR curves. 

Consequences of Realized Prices. As may be true of any period 
of current production, the price anticipated by the monopolist may 
fail to materialize when the goods he has currently produced 
are ready for sale. He may discover that he has overestimated de- 
mand, and that the six briefcases he has produced can be sold only 
if he will take $25.00 apiece, instead of the expected $28.00. On the 
other hand, if he has underestimated the demand for his good, he 
may be able to sell at $30.00, or at some other figure substantiaEy 
higher than the price shown on his demand schedule for six units. 

We have seen that exceptionally high or exceptionally low prices 
influence competitive producers in their decisions to utilize existing 
plant and equipment more intensively in succeeding periods of cur- 
rent production. They have, of course, a similar effect upon the 
monopolistic producer. This influence, it should be remembered, is 
not limited to the degree of utilization of existing equipment, but 
plays a part also in bringing about whatever long-run adjustments 
appear to actual and potential producers to be desirable. 

Prices in the Period of Current Production Under 
Partial Monopoly 

Current production and long-run production are similar under 
partial monopoly, in that in both cases the partial monopolist must 
consider the productive activities of other partial monopolists. In 
the long run he has to decide whether to increase or decrease his 
plant and equipment, while in the period of current production the 
burning question is how intensively to utilize the productive capacity 
already in existence and at his command. In both cases he must take 
into account what the other producers will probably do, since the 
activities of each and all will affect the total quantity produced, and 
this in turn will affect the price the product will bring and the 
amount of monopoly profit. 

Since we have already described the long-run calculations of the 
partial monopolist, we have only to consider the quandary in which 
he finds himself in the period of current production. His position is 
in many ways like that of the complete monopolist pictured in Fig. 
43, We may assume that he has the same ATC, MC, AR, and MR 
curves. But in one important respect the scene has changed; for the 
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AR curve does not now indicate the demand for the output of one 
producer, but total demand for the output of all of the several partial 
monopolists. The possibility of extracting monopoly profit from this 
situation depends upon the extent to which this total output can be 
limited. 

Under the conditions we have outlined, the partial monopolist 
cannot hope to fare as well as a complete monopolist. He could do 
so only if his rivals in the field refrained altogether from production, 
which would of course convert the situation into one of complete 
monopoly. Every addition made to total output by the several pro- 
ducers reduces the margin of monopoly profit, and monopoly profit 
disappears entirely when total output exceeds the quantity (eight 
units in Fig. 43) indicated by the intersection of the ATG and AR 
(demand) curves that takes place after the ATC curve has ceased to 
fall and has begun to rise. Additions to output beyond that point 
would mean production at less than average total costs, and would 
be unlikely though not impossible under partial monopoly. 

The partial monopolist whose fortunes we have been following 
would presumably continue to produce currently so long as he felt 
that the price received would more than cover average variable 
costs. However, it seems improbable that this small group of indi- 
vidual producers would peimit the situation to deteriorate to so 
great an extent. Instead, practicing the forbearance of which we 
spoke in our discussion of long-run prices under partial monopoly, 
they would tend to '"stabilize” their individual outputs in such a 
way as to turn out, more often than not, in a period of current pro- 
duction, a quantity of the good which would bring some gain for 
all. As in the long run under partial monopoly, so also in the period 
of current production, price tends to be somewhat lower than it 
would be if the situation were completely monopolistic, and some- 
what higher than a strictly competitive price would be. In the pe- 
riod of current production the price referred to is, of course, antici- 
fated and not realized price. 

Prices in the Period of Current Production Under 
Impf^fect Competition 

In discussing short-run and long-run price under conditions of 
imperfect competition, we employed belts in place of curves, because 
we were then dealing with a product which was substantially but 
not completely uniform. Since differentiation is the earmark of im- 
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perfect competition, we are warranted in saying that somewhere 
within a given demand belt is a demand curve for a differentiated 
brand of the good in question, and that somewhere within the cor- 
responding supply belt is a supply curve for that brand. In analyzing 
current production under imperfect competition, we shall assume 
that we have isolated the supply and demand conditions relating to 



Fig. 44. Cost and Revenue Cukves of a Manufacturer of Briefcases, 
Under Conditions of Imperfect Competition. 


the differentiated brand, and can present them in the form of curves. 
For the sake of ready comparison with situations already described, 
we shall employ the same ATC and MC curves used in our earlier 
treatment of the individual firm. 

Fig. 44, then, shows the cost conditions for a particular make of 
briefcase which, though not differing widely from brands offered by 
other manufacturers, is nevertheless preferred by some buyers who 
are willing to pay a slight premium for this differentiated brand. The 
demand for this brand is shown in the AR (demand) curve. The bar- 
gaining position of this firm is, within its own small field of differen- 
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tiation, virtually that of a complete monopolist. Hence, this firm will 
base current production upon an examination of the intersection of 
the MR and MC curves. In our figure, this quantity is seven units, on 
which, by reason of differentiation, this manufacturer would make a 
monopoly profit of approximately $21.00. 

However, the producer of a differentiated brand does not occupy 
a very secure position. Whatever advantage he enjoys consists of but 
a slight superiority, real or imaginary, of his product as compared 
with the products of other producers in the same field. He must keep 
buyers convinced of the superiority of his brand, or they will change 
to a similar but slightly cheaper brand. Failure to maintain the dif- 
ferentiation between his brand and other brands would result in a 
shift of the demand curve to the left. For example, our individual 
firm might find itself, in a given period of current production, facing 
a demand curve such as the broken line A'R', which is tangent to 
the ATC cui*ve. The producer s guide to most advantageous produc- 
tion would then be the intersection of the M'R' and MC curves. The 
broken line which passes through this point of intersection, and is 
perpendicular to the base line, meets the ATC curve at its point of 
tangency with the A'R' cuiwe. At this point, average revenue and 
average total costs are equal, so that there is now no monopoly profit. 

In the period of current production, the individual firm will pro- 
duce the quantity indicated on his marginal cost curve for any price, 
so long as the price is higher than the average variable costs of 
production. Ordinarily, the producer of a differentiated brand will, 
in the period of current production, be able to command a some- 
what higher price than would be available if the situation were per- 
fectly competitive, but a price somewhat lower than would be his 
under complete monopoly. 


1. Define the “period of current production.''^ 

2. Why are average total costs and marginal costs particularly important 
in the determination of price in the period of current production? 

3. Distinguish between “demand,” as we have defined it, and the in- 
dividual firm's concept of demand. 

4. “Price tends to equal the marginal costs of all firms engaging in pro- 
duction,” In the period of current production. How can this be true, 
since the costs of individual firms differ? 

5. Distinguish between anticipated 2 ,nd rmlized prices of the individual 
firm. 
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6. If producers reap profits in a given year, what will be the probable 
effect of this profit-taking upon production in the following year? 
Would losses in a given year be likely to affect production the next 
year? Explain in both instances. 

7. ‘‘An average revenue curve is always a demand curve.” Why? 

8. Indicate the significance of marginal costs and marginal revenue in 
the determination of monopoly price in the period of current pro- 
duction. 

9. In the period of current production “the producer of a differentiated 
brand does not occupy a very secure position.'’ What is the nature 
of the advantage he enjoys because of differentiation, and why is his 
hold on this advantage not very secure? 

References for Further Reading 
See list of references at the end of Chapter 16. 


23. International Trade 


in describing the process of exchange^ we looked briefly into the 
nature of trade and found that, in the final analysis, it consists of an 
exchange of commodities and services for other commodities and 
services. Indeed, the true nature of trade is most easily seen in its 
simplest form, barter; and for this reason the student of economics 
is urged in some instances to disregard temporarily the money 
phenomena of modern exchange and concentrate upon what is often 
much more significant, namely, the goods phenomena. 

Barter, the Essence of All Trade. In one phase of international 
trade— that which deals with paying for goods imported and receiv- 
ing payment for goods exported— the question of money is of con- 
siderable importance. But in international as in domestic trade, there 
is often much to be gained by reducing the problem to its simplest 
terms. If, then, one thinks of trade, whether domestic or foreign, in 
terms of barter, there is small probability of being led astray by the 
intricacies of exchange as they appear in our highly complicated 
economic order. 

Similarity of Domestic and Foreign Trade. Our study of trade 
within a single coiintiy has prepared us for an excursion into the 
field of international business transactions. For, although domestic 
and foreign trade are not precisely alike, their differences are less 
pronounced than their similarities. All trade, it will be recalled, is 
closely related to specialization, and consists of certain persons ex- 
ehanging surpluses of economic goods for the surplus economic 
goods of otliers. 

Moreoven*, in forcu'gn as in domestic trade, the transaction (with 
few exceptions ~ ) takes place between indwiduah, and not between 
political units as such. When Pennsylvania steel is sold in Florida 

^ In cl'iap. 10. 

2 As, for example, when tlie government of the United States provided the 
government of Great Britain with war supplies. 
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and Florida oranges are sold in Pennsylvania, the trade is conducted 
between individuals or business houses within the two states, and 
not between the states themselves. In like manner, it is ordinarily the 
individual business men of Europe and South America, and not the 
governments themselves, that arrange for (let us say) shipments of 
coffee from Brazil to Sweden, and of textiles and cutlery from Eng- 
land to Chile. When we speak, in later paragraphs, of the foreign 
trade of the United States or of some other country, it must be un- 
derstood that the expression is one of convenience rather than exact- 
ness, and is used to indicate trade between individuals located in dif- 
ferent countries and not between the governments of two or more 
countries. 

Trade takes place, unless restricted artificially by a tariff or other 
obstacles, whenever buying and selling appear to business men to be 
advantageous. And foreign trade, like domestic trade, is advan- 
tageous whenever (as must always be the case in a free trade) each 
party to the transaction gives up something he prizes less highly than 
something else which, through the process of exchange, he receives in 
return for it. Whether the exchange takes place between two or more 
residents of a small secluded village; or between business men of 
widely separated states, such as Maine and California; or between 
the citizens of different nations, the fundamental principles of tade 
are bound to apply. 

Some Complicating Features of International Trade. In sev- 
eral respects, to be sure, international trade differs from domestic 
trade. There are differences in customs of the people, in language, in 
monetary units, and frequently in tariff regulations. These several 
items of differences have little or nothing to do with trade carried on 
within a single country, but they often have the effect of complicat- 
ing trade transactions that go beyond national boundaries. 

Foreign Trade of the United States 

We may now give some little attention to the nature of the trade 
carried on between the people of the United States and those of 
other countries. In Table 31 are listed certain important transactions 
in the international trade of the United States for the year 1940.® 
The sixteen items shown in this table give a fair notion of the transac- 

3 The data for this pre-war year give a better picture of ordinary activities 
of international trade than would the highly abnormal data of the wartime or 
early post-war years. 


Table 31. Balance of Inteenational Payments op the United States, 1940 « 


Classes of Transactions 

Credits ^ 
Cash 
Claims 
Due U.S. 
from 

Foreigners 
(millions 
of dollars) 

Debits ^ 
Cash 
Claims 
Due 

Foreigners 
from U.S. 
(millions 
of dollars) 

Dijference 

(“+” 

means 
balance 
due 
U.S.) 
(millions 
of dollars) 

1. Merchandise 

We sold commodities amounting to 

We bought commodities amounting to 

4021 

2625 

+1396 

Service Items 

2. Freight and shipping: 

We received from foreigners for such services. . . 
We paid foreigners for such services 

223 

327 

-104 

3. Tourist expenditures: 

Foreign tourists spent in the United States 

American tourists spent abroad 

81 

223 

-142 

4. Immigrant remittances: 

New immigrants brought into the United States 
Immigrants in the U. S. sent “back home” 

30 

120 

-90 

5. Interest and dividends on private investments: 

W^e received from foreigners 

W’e paid to foreigners 

525 

215 

+310 

6. Government iransaciions: 

Foreign governments paid the United States . . . 
United States government jiaid foreigners 

28 

122 

-94 

7. Miscellaneous services: 

W'e received from foreigners for such services. . . 
We paid foreigners for such services 

164 

66 

+98 

8. Contributions: 

We gave to foreign causes 


55 

-55 

Capital M ovements 

9. Long-term investments: 

Net balance 


53 

,, -53 

10. Changes in infernational banking accounts: 

Net inflow of banking funds to United States. . . 

873 


+873 

11. Advance payments by British government 

720 


+720 

12. Mucellaneotis capital items 


170 

-170 

Gold^ Silver, and Paper Currency 

IS. Gold: 

Exports from United States 

Imports to United States ' . . 


4749 

-4744 

Earmarking operations (net) 

645 


+645 

14. Silver: 

; 'Exports from United States ' . 

Imports to United States 

4 

59 

—55 

15. Paper currency movements: 

Net iniow to United States. 

33 


+33 

16. Other transactions 

i 1432 

1 

+ 1432 


I 8784 

I 

8784 

. . . ■ 


‘‘Source: United States Department of Commerce. 

* Credit transactions are tnose which may be expected to result in payments into the United States; 
debit transactions are those which will result in payments from the united States to foreign countries. 
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tions that enter into the foreign trade of this country. We shall ex- 
amine these several items briefly. 

1 . Merchandise. Most people, in thinking of foreign trade, have 
in mind shipments of material goods. Though the significance of such 
goods in international trade is usually exaggerated by those unfa- 
miliar with the true situation, merchandise is indeed ordinarily the 
most important single item of American foreign trade. About 45 per 
cent of the export and 30 per cent of the import items of the United 
States consisted, in 1940, of merchandise. Some of the specific com- 
modities of which these exports and imports were composed will be 
noted later. For the present, we may obseiwe that such things as the 
sale of bunker coal and oil to foreign vessels, ship repairs, and sev- 
eral other items are included among the more usual types of mer- 
chandise. Much of the exports of the United States in 1940 consisted 
of war supplies or ‘strategic commodities’" sent to the United King- 
dom and other parts of the British Empire. It has been customary, in 
the past, to regard silver as an article of merchandise; but the in- 
creasing importance of silver shipments in American foreign trade in 
recent years has led to its being given a separate listing. Silver ap- 
pears in our table under Item 14. 

2. Freight and Shipping. Freight charges entering into for- 
eign trade consist of items arising out of ocean. Great Lakes, and land 
transit. Ocean freight includes American merchandise carried in ves- 
sels owned by foreigners, and foreign goods transported in American 
bottoms. A foreign trade situation exists also in connection with 
trafiic on the Great Lakes, in which commodities are moved from the 
United States to Canada, and vice versa. In addition to freight 
hauled by water, goods transported by rail sometimes enter into in- 
ternational trade. Great quantities of Canadian grain are carried by 
American railroads from the Great Lakes (usually from Buffalo) to 
the Atlantic seaboard. An even larger item is that charged by Cana- 
dian railways for carrying American lumber, grain, and packing- 
house products, which in many cases are reshipped from Vancouver 
or Montreal. Table 31 shows that, in 1940, we paid foreigners $104,- 
000,000 more for freight and shipping than we collected from them 
for this type of service. 

3. Tourist Expenditures. Expenditures of tourists in foreign 
countries are also included in the international balance sheet. The 
expenditures of Americans traveling abroad appear as debits, and 
those of foreigners in this country as credits. It is estimated that in 
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1940 American tourists spent $223,000,000 in foreign countries, as 
against $81,000,000 spent by foreign tourists in the United States. 
This is 60 per cent less than was spent for similar purposes in 1937, 
and this reduction is attributable to uncertain world conditions which 
tended in 1940 to discourage foreign travel. Departures from the 
United States to European and Mediterranean destinations fell from 
135,000 in 1939 to 16,000 in 1940. ‘‘Canadian- American tourist traffic 
involves a larger total expenditure than that between any other two 
countries in the world,” ^ but there were only 80 per cent as many 
United States visitors to Canada in 1940 as in 1939, and the number 
of Canadian visitors to the United States fell off almost 50 per cent. 
Americans, as is well known, do a great deal of traveling, a fact which 
may be explained in part by the large per capita income of the 
United States. Expenditures of foreign tourists in this country are 
ordinarily about one-quarter as great as those of American travelers 
in other parts of the world. 

4. Immigrant Remittances. Many immigrants who have 
come to the United States during the past few decades have left be- 
hind them in their “old countries” relatives who are partly dependent 
upon them. From their earnings in this country (which are usually 
much larger than the incomes to which they have been accustomed 
in their native lands), these immigrants have often remitted consid- 
erable sums to their dependents. Remittances of this kind account for 
a “debit” item of $120,000,000 in Table 31. The small offsetting item 
of $30,000,000, appearing as a credit, consists of cash brought into 
the United States by immigrants entering this country in 1940. 

5. Interest and Dividends on Private Investments. When 
capital funds seek investment in foreign countries, they do so because 
investment opportunities abroad appear to be more advantageous 
than those at home. The investments are made, of course, with the 
idea of receiving an income from the securities that have been pur- 
chased, and this income forms an item of international trade. 
American private investments abroad have been placed chiefly in 
Latin America, Europe, and Canada. Interest on such investments 
amounted in 1940 to about $525,000,000, and the foreign holders of 
American securities received, in that year, interest payments total- 
ing $215,000,000. 

^Umted States Department of Commerce, Trade Information Bulletin No. 
625, Wasliington, Government Printing Office, 1929, p. 11. 
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6. Government Transactions. We have already noted that for- 
eign trade is usually conducted between individuals and not between 
governments. But in some instances governments buy from other gov- 
ernments. Credits and debits of this kind in 1940 included (a) net 
receipts from Panama Canal operations, (b) expenditures abroad 
by the various executive departments, (c) remittances by the Vet- 
erans Administration, and (d) cost of foreign representation in the 
United States and United States representation abroad. 

Between 1923 and 1930, this country received more than $200,000 - 
000 annually as principal and interest payments on the huge sums 
borrowed by our allies in World War I. But payments of this kind 
declined steadily after 1930, and stopped entirely shortly after the 
beginning of World War II. In 1940, our government paid other gov- 
ernments $94,000,000 more than it received from them. 

7. Miscellaneous Services. Grouped under the heading “Mis- 
ceEaneous services” are imports and exports of electric power; maga- 
zine and newspaper subscriptions; disbursements for advertising- 
cable, radio, and telephone services; royalties on motion pictures, and 
so on. In the case of miscellaneous items, as in other international 
transactions, there are both credits and debits. For the year 1940 as 
IS shown in Table 31, transactions of this kind resulted in a net bal- 
ance of $98,000,000 due the people of the United States from for- 
eigners. 

8. Contributions. Total contributions made to foreign fields of 
actmty by United States charitable, religious, educational, and sci- 
entifac institutions during 1940 are estimated at $55,000,000 on the 
basis of data submitted by 125 organizations. 

9 Long-Term Investments. Citizens of the United States have 
made investments abroad for many years, and American securities 
have been bought by foreigners who, for one reason or another, have 
wanted to invest their funds in this country. Year by year these in- 

purchases of foreign bonds and 

’ j by payment of 

matoed bonds. In 1940 the purchases of long-term foreign secur- 

by Amencans and the sales of American securities to foreigners 
naSns ' 

10. Changes in International Banking Accounts. It is quite 

counW^W f institutions of other 

countnes, largely for the purpose of paying balances arising out of 
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international trade. There has also been an extensive development 
of commercial short-term loans in foreign countries. A recent govern- 
ment statement showed that American deposits and short-term loans 
with foreigners amounted to $137,000,000 at the end of 1940, while 
similar foreign deposits and loans in America reached the huge total 
of $3,980,000,000. This represents a reversal of the situation that ex- 
isted in 1933, when the figures were, respectively, $1,082,000,000 and 
$487,000,000. The net change in America’s international deposits and 
short-term loans for the year 1940 was $873,000,000. 

The flow of short-term funds from foreign countries to the United 
States, during the past decade, has been in part the return from for- 
eign money markets of American-owned banking funds, and in part 
a flight of foreign capital to the United States which was stimulated 
by political and financial uncertainties in Europe and elsewhere. This 
inflow of funds aflfected the trade balance in recent years in exactly 
the same way as though merchandise to this amount had been sent 
out of the United States. 

11. Advance Payments by the British Government. To facili- 
tate the production and purchase of war supplies in the United 
States, Great Britain (and also France) made some payments con- 
siderably in advance of the export of goods, and provided capital 
assistance to certain producers where new plant facilities were 
needed. This item of $720,000,000 represents payments of these 
kinds. 

12. Miscellaneous Capital Items. The United States Depart- 
ment of Commerce includes under this heading certain capital items 
which are not explained in detail 

13. Gold. Gold is shipped from country to country for use in 
the arts, to settle the balances of international indebtedness ( as will 
be explained in the following chapter), and to serve as reserves in 
the vaults of central banks of various countries. In some cases the 
central banks are allowed to retain their holdings of gold abroad, 
and yet have such gold count as reserves if it is segregated and 
marked in such manner as to indicate that the identical coins or bars 
""earmarked” are the bank’s property, and altogether subject to its 
disposal. It is not the practice of the Federal Reserve banks to count 
as reserve any gold held abroad; but when they have come into pos- 
session of gold abroad at a time when they held ample gold at home, 
they have sometimes had it earmarked there, largely to save the 
expense of shipping to the ^-United States gold that might later re- 
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quire reshipment. Earmarked gold belonging to an American bank 
but held temporarily in a fordgn bank is set aside to await instruc- 
tions from the American bank, and cannot of course be used except 
upon specific order from the bank that owns it. 

Following the Munich conference of September, 1938, the flow of 
gold to the United States was greatly accelerated. In 1939 and 1940, 
the net gold imports to this country exceeded the gross merchandise 
exports— a situation without precedent in the history of the United 
States. Transactions in gold, including foreign shipments and ear- 
marking, resulted in 1940 in a net debit of $4,099,000,000. Gold 
exports amounted to only $5,000,000, net earmarkings equivalent to 
exports of $645,000,000 took place, and gold imports totaled $4,749,- 
000,000. This tremendous importation of gold, which established a 
new high record for gold shipments to the United States, was influ- 
enced largely by political and economic unsettlement throughout 
the world. Most of this gold came from the British Empire. *'Ship- 
ments have been greatly in excess of production for several years, 
observed the Department of Commerce. “There is good reason to 
believe that many of the principal gold stocks have already been 
transferred for the most part to the United States.” 

14. Silver. Influenced greatly by United States Treasury pur- 
chases, in accordance with the provisions of the Silver Purchase Act 
of 1934, we imported $355,000,000 worth of silver in 1935, $183,000,- 
000 worth in 1936, and $92,000,000 worth in 1937. In 1940, we im- 
ported only $59,000,000 worth of silver, the lowest imports of this 
kind since the Silver Purchase Act went into efiect. Since we exported 
$4,000,000 worth of silver in 1940, we had a net debit balance of $55,- 
000,000 on this item for that year. 

15. Paper Currency Movements. There is ordinarily found, in 
every important country, a considerable amount of the paper cur- 
rency of other important countries. In 1940, a good deal of American 
paper money which had been abroad was shipped back to this coun- 
tiy. Deducting from such receipts the shipments of foreign paper cur- 
rency out of this country to the countries of issue, we had a net credit 
of al30ut $33,000,000, which afEected the balance sheet as it would 
have been affected by a shipment of merchandise from the United 
States. 

16. Other Transactions. This is a residuum, made up largely of 
special items which it is not feasible to sjiow separately. 
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Foreign Trade in Prosperity and Mild Depression. Since 
1940 was a year of moderate business depression, the figures in Table 
31 are lower than they would be if we had chosen a year of prosper- 
ity, say 1928. For in 1928 the total credits (and therefore the total 
debits) on the international balance sheet amounted to $10,559,- 
000,000. Hence, the foreign trade of the United States in 1940 was 
only about 83 per cent as great as in 1928. We shall not undertake to 
examine here the 1928 figures item by item, but we may note the fact 
that American exports of merchandise in that year totaled $5,334,- 
000,000, and American imports of merchandise $4,497,000,000. This 
means that exports and imports of merchandise in 1940 were, in terms 
of dollars, approximately 75 and 58 per cent, respectively, as impor- 
tant as in 1928. However, since the price level was slightly lower in 
1940 than in 1928, the decline in actual volume of commodities was 
somewhat less than the decline indicated by a comparison of the 
total value of merchandise exports and imports for these two years. 

American Exports and Imports of Merchandise 

In 1940, 45 per cent of the export items of the United States, and 
30 per cent of the import items, consisted of merchandise, as is shown 
in Table 31. Twelve years earlier, in 1928, when world trade was 
being transacted on a more extensive scale, these percentages were 
50 for exports and 40 for imports. 

We turn now to the consideration of some of the most important 
articles of merchandise that enter into American foreign trade. In 
Tables 32 and 33 are listed, respectively, the principal commodities 
exported and imported by the people of the United States. Two 
columns of figures are given in each table, the first being a five-year 
average for 1923-27, and the second for 1940. The five-year average 
represents more nearly “nonnal” conditions than the 1940 figures, 
since the half-decade that has been chosen includes both “good" and 
“bad" years, from the business point of view, whereas 1940 was less 
good than average but was marked by unusually large exports of 
equipment for use in war. 

Merchandise Exported from the United States. Of the fifteen 
items that appear in Table 32, five are of special interest because of 
their large contribution to the volume of total exports of this coun- 
try. Heading the 1923-27 list is cotton, a commodity in the produc- 
tion of which the United States leads the world. Our five-year average 
gives to cotton an annual export value of about $900,000,000, but in 
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some years the figure has been above a billion dollars. However, our 
cotton sales in the world market are meeting increasingly stiff com- 
petition from other cotton-producing countries, and will probably 
never regain their past preeminence. Japan was our best pre-war cus- 
tomer in the purchase of cotton, with England running a fairly close 
second. 

Next in importance in the five-year average are petroleum and pe- 
troleum products (such as gasoline, kerosene, and lubricating oils), 

Table 32. Value of Peincipal Commodities Expokted peom the 
United States" 


Classification 


Value in Thousands of Dollars 


Five-year 

Average, 

1923-1927 


1910 


« Source: Monihly Summary of Foreign Commerce of the United States. December, 1940 . 

which we often export to the extent of approximately a half-billion 
dollars worth a year. The export item third in rank, judged by value 
of product, is machinery of all kinds, including agricultural and in- 
dustrial implements, office appliances, printing machinery, and so on, 
with values approximating $360,000,000. Next in importance are. au- 
tomobiles, and automobile engines and parts. This item is one of in- 
creasing significance. Though the average for the five-year period was 
only $281,000,000, there had been a steady advance in the exports of 
automobiles for several years prior to the depression that began in 
1929. The figure for 1927, for example, was $388,000,000. The 1940 


209,231 

310.184 

665,428 

641.184 
34,106 

588,953 

44,045 

155,000 

13,065 

92,254 

60,300 

21,745 

36,781 

34,411 

44,410 


891,634 

464,313 

359,491 

281,515 

275,291 

159,237 

149,588 

147,690 

144,089 

140,517 

135,113 

108,725 

101,997 

100,355 

51,163 


1. Cotton, raw 

2. Petroleum and petroleum products 

3. Machinery, all classes 

4. Automobiles, including engines and parts. . . . 

5. Wheat, including flour 

6. Iron and steel products 

7. Tobacco, unmanufactured 

8. Copper and copper manufactures 

9. Animal fats and oils 

10. Coal and coke 

11. Cotton manufactures I 

12. Meats I 


13. Sawmill products 

14. Fruits and nuts .... 

15. Rubber and rubber manufactures 
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exports of machineiy and automobiles were almost double the five- 
year average, because of extensive wartime orders. This is the ex- 
planation, also, of the large exports of iron and steel which, in 1940, 
were approximately four times as great as the average in 1923-27. 

The last item of exports that we shall note specifically consists of 
wheat and flour, which in some years have brought to American ex- 
porters payments totaling slightly more than $400,000,000, and in 
other years somewhat less than that amount. The United States has 
been a consistent exporter of wheat, for the country produces regu- 
larly more foodstuff of this kind than can be disposed of in the home 
market. However, the wartime efforts of other countries to make 
themselves more largely self-suffiGient in the production of foodstuffs 
reduced substantially the quantity of wheat purchased from the 
United States by foreigners. The extremely low export of wheat in 
1940 reflects this effort. Post-war shortages of grain in Europe and 
elsewhere brought our exports of wheat above the pre-war figures. 

Our exports of petroleum are made possible, of course, primarily 
because important oil fields are located within our national bound- 
aries. We are fortunate, likewise, in having land and climatic condi- 
tions favorable to the growth of certain agricultural crops. The suit- 
ability of the South for cotton production, and almost ideal conditions 
for the growing of wheat in the Middle West and North West, enable 
us to raise these crops so advantageously that it pays to produce both 
cotton and wheat for export. In machinery and automobiles we have 
commodities that are manufactured on the basis of large-scale pro- 
duction, This is a field of manufacture in which American enterprises 
excel; and here, as in the items mentioned above, production is car- 
ried on so advantageously that it is profitable to produce not only for 
the domestic market but for foreign markets as well. 

Merchandise Imported by the United States. In Table 33 the 
first four items have stood out in most years as exceptionally im- 
portant from the point of view of import values. The cotton goods 
manufacturers of England look to the United States for the bulk of 
their raw material, and the silk manufacturers of this country have 
depended upon producers in other countries for the raw silk from 
which to spin and weave silk cloth. So great was the demand of 
American manufacturers for raw silk, that average annual silk im- 
ports totaled, in 1923-27, almost $400,000,000 in value. But the en- 
croachment of rayon upon real silk is indicated by the steadily de- 
clining imports of raw silk into this country; and, of course, our 
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entry into World War II put a stop to our imports from Japan, 
which was formerly the source of most of our raw silk. Another 
important raw material for which we have depended almost 
wholly upon other countries is crude rubber. Owing largely to our 
enormous output of automobiles and motor trucks, and the conse- 
quent demand for rubber tires, we have often imported annually 


Table 33. Valve op Pbincipal Commodities Impobted into the 
United States® 


Classification 

Value in Thous 

Five-year 

Average, 

1923-1927 

ands of Dollars 

1940 

1. Silk, raw 

379,980 

125,997 

2. Rubber, crude 

326,935 

303,118 

3. Sugar, cane 

296,090 

127,309 

4. Coffee 

262,463 

126,808 

5. Paper and paper manufactures 

128,279 

132,618 

6. Wool and mohair 

110,894 

84,604 

7. Purs and fur manufactures 

108,804 

73,662 

8. Petroleum and products 

105,151 

70,110 

9. Hides and skins. 

100,078 

50,188 

10. Copper, ore and manufactures 

92,239 

73,492 

11. Tin, including ore 

86,685 

130,981 

12. Wood pulp 

81,879 

75,414 

13. Fruits and nuts. 

80,745 

46,997 

14. Cotton manufactures. 

80,739 

28,747 

15. Sawmill products. 

74,459 

24,177 

16. Wool manufactures 

72,354 

25,161 

17. Burlaps 

72,176 

45,476 

18. Vegetable oils and fats 

71,411 

55,838 

19. Tobacco, unmanufactured 

69,834 

36,722 

20, Fertilizers 

67,319 

27,207 


* Source: Monthly Summary of Foreign Commerce of the United States^ December, 1940* 


from the Malay Peninsula more than $300,000,000 worth of crude 
rubber, which is here manufactured into rubber products. In one 
exceptional year (1926) our imports of rubber amounted to $500,- 
000,000. Japanese military activities in Malaya in early 1942 put an 
end to trade with this great mbber-producmg region; and the de- 
velopment of synthetic rubber in the United States indicates that we 
shall never again depend so extensively as in the past upon imports 
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of natural rubber, but shall use increasingly large quantities of syn- 
thetic rubber for many purposes. 

We produce in the United States a part of the sugar required by 
our people, but the bulk of this commodity is imported from Cuba. 
Our average annual imports of sugar in 'good times” amount to some 
$300,000,000. Most of the imported sugar comes to us in the raw or 
unrefined state, and is subjected to manufacturing processes in 
American sugar refineries. CoflFee, of course, is a product we do not 
attempt to grow in the United States. Instead, we import our coffee 
from South America (chiefly from Brazil and Colombia), and we 
pay to foreigners for this commodity a little more than a quarter of 
a billion dollars annually in years of prosperity. 


Table 34. Percentage Distribution of United States 
Exports and Imports, by Continents, 1940“ 



Percentage of 
Total Exports 

Percentage of 
Total Imports 

Northern North America 

18.0 

16.6 

Southern North America .... 

8.5 

9.7 

South America 

10.8 

15.0 

Europe 

40.9 

14.8 

Asia 

15.4 

37.7 

Oceania 

2,4 

1.3 

Africa 

4.0 

4.9 


• Source: Monthly Summary of Foreign Commerce of the United States^ December, 1940. 


Raw Materials vs. Manufactures. Without dealing further 
with individual items of international trade, we may make the gen- 
eral observation that American exports consist in the main of manu- 
factured goods, and American imports are made up rather largely of 
raw materials. There are, to be sure, some considerable exceptions to 
this statement. But the generalization is sufficiently true of present 
conditions, and it has special significance as indicating a definite 
trend. At present, approximately 65 per cent of our commodity ex- 
ports consist of goods partly or wholly manufactured, as against 40 
per cent in 1880; and whereas in 1880 we imported only about 20 
per cent of our raw materials used in manufacturing, today we im- 
port approximately 35 per cent of such materials. We see here an 
illustration of the well-known fact that America is becoming more 
distinctively industrial and less distinctively agricultural. 
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: Direction of American Foreign Trade, Before ' quitting the 
subject of American exports and imports of merchandise, we may 
note briefly the sources of the imports into this country and the des- 
tinations of our exported commodities. 

Table 34 gives an idea of the direction of American international 
trade on the basis of continental divisions. The figures here given are 
for 1940. To Europe went 41 per cent of our commodity exports in 
that year, including cotton and other raw materials, foodstuffs, ma- 
chinery, automobiles, and so on. Economically, Europe is essentially 
a manufacturing region, and yet Europeans noiToally buy a large 
quantity of American manufactures, which are attractive because 
of their high quality and low prices. Manufactured goods make up 
about one-half of our usual exports, the other half consisting of raw 
materials. 

About 26 per cent of our exports in 1940 were sold to our neighbors 
in North America. Two-thirds of these commodities were manufac- 
tured goods. Asia, our next best customer, took almost 50 per cent 
more of our goods than South America, our third best. Nearly 60 
per cent of our sales to Asia were of manufactured goods, while 
‘semi-manufactures and finished manufactures” made up about 95 
per cent of the goods exported to South America, Oceania, and 
Africa. 

In imports, Asia headed the list in 1940, sending us nearly 38 per 
cent of all commodities brought into this country. Fifty-five per cent 
of these goods were raw materials, of which rubber was the most 
important single item. Europe ordinarily comes second in sending 
merchandise to the United States, but World War II so greatly re- 
duced our 1940 imports from Europe that North America (with 26 
per cent) and South America (with 15 per cent) took second and 
third places, respectively, in that year. Three-fourths of the goods 
usually bought in Europe by Americans are manufactures, a fact 
which attests the industrial activity of that continent. United States 
imports from North America are chiefly from Canada, Cuba, and 
Mexico. Three-fourths of these purchases are of manufactured goods. 
The imports from South America, on the other hand, consist of raw 
materials to the extent of four-fifths of the total. Coffee from Brazil 
and Colombia, wool from Argentina, and nitrates from Chile account 
for the bulk of these imports. Oceania and Africa are relatively un- 
important in the matter of exports from and imports to the United 
States. 
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Gains Through International Trade 

Trade, as we have so often said, consists of the exchange of sur- 
pluses that arise from the practice of specialization. International 
trade is the result of geographical or territorial specialization. It is 
specialization pushed beyond national boundaries. Nowhere are the 
benefits of specialization more clearly seen than in foreign trade. 
This is particularly true in the case of certain materials which de- 
pend upon favorable climatic conditions if they are to be produced 
with small effort. Sugar, coffee, cotton, rubber, and several other 
commodities fall within this group. Since they may be grown with 
slight expenditure of capital and labor in some parts of the world, 
but in other regions only at great cost, if indeed at all, it is obviously 
advantageous to resort to specialization and exchange in the produc- 
tion of such goods. 

Success ill Relation to Natural Endowments. It is generally 
recognized that success is most likely to attend the efforts of the in- 
dividual who engages in the type of work for which he is best fitted 
by nature. Jack Benny and Bob Hope have probably achieved 
greater success in radio and pictures than they could have hoped for 
in academic circles; and, in like manner, our college professors 
doubtless do well to confine their efforts to things academic rather 
than to venture into the field of comedy. It is equally true that a 
nation is most likely to prosper economically if it applies its energies 
to the type, or types, of production in which it is able to engage most 
efficiently. 

Two Important Advantages of Foreign Trade. In dealing 
with the benefits of international trade we shall speak from the 
American point of view, though the choice of country makes no 
difference, of course, in the principles involved. In general, the peo- 
ple of the United States gain through foreign trade in that they are 
enabled, by reason of this trade, first, to enjoy some goods of which 
they would otherwise be deprived; and second, to secure other com- 
modities at lower prices (or at least to greater advantage) than if 
the goods were produced in this country. 

. The Enjoyment of Exotic Products. The first of these gains is 
fairly apparent. It is true that bananas, coffee, and the like might 
possibly be grown in the United States under glass. But we know 
that, without any question, production carried on under such con- 
ditions would be highly disadvantageous and would result in prices 
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so excessively high that they could not be paid by the average citizen. 
Consequently, we are justified in saying that inteniational trade 
brings to us certain goods which, in the absence of such trade, we 
should not be able, as a people, to procure. 

The Principle of Comparative Costs. The second gain noted 
above is somewhat less obvious; and yet an enormous amount of 
foreign trade is carried on, not because in its absence a country 
would be compelled to get along without desirable goods, but rather 
for the reason that, in the output of a good that could be produced 
in two countries, it is often advantageous for one country to defer 
to the other. That is, the country that is less favorably equipped for 
a special kind of production yields to the country that is particularly 
well prepared to turn out the good in question. This latter country 
thus specializes in making the good, producing enough not only for 
itself but for the other country as well, with the result that both 
benefit by the arrangement. 

Absolute Advantage. This principle, which is knovm as the 
principle of comparative costs, is readily understood when the 
advantage is absolute, but it is more diflScult to see in a case of com- 
pamtive advantage. It is clear, for example, that it would be wise 
for the experienced banker to concentrate upon the problems of 
banking, and for his stenographer to specialize in typing and similar 
work. The point is that each is, in his or her particular field of 
endeavor, more skillful than the other; and it would be wasteful for 
the stenographer to take a turn at money and credit while the banker 
pounded the typewriter. The latter is more productive when special- 
izing in money matters than in the role of typist; and the stenog- 
rapher is more productive in her field of specialization than in 
determining upon the placing or calling of loans. 

By the same token, Brazil is more effective than the United States 
in the growing of coffee, and this countiy is more productive than 
Brazil in the manufacture of farming implements. In this instance, 
it is said that Brazil has an absolute advantage in the production 
of coffee, and the United States an absolute advantage in the pro- 
duction of farm machinery. In cases of this kind, it is clearly the 
part of wisdom for these countries to engage in foreign trade, so 
that the United States may get her supply of coffee, and Brazil her 
faiming implements, at lower costs (in terms of land, labor, and 
capital) than would have to be met if the two nations attempted 
to practice self-sufficiency. 
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Comparative Advantage. But (reverting to our former illustra- 
tion) let us suppose that the banker is himself an expert typist and 
is able to operate the typewriter so skillfully as to exceed the speed 
of his stenographer. In this instance, he would have an absolute 
advantage in both banking and typing. Should he, then, act as his 
own typist, or should he allow his stenographer, who is a less skillful 
typist than he, to write his letters and other papers? The com- 
mon-sense answer is that the typing should be delegated to the 
stenographer; for, though the banker is more productive than the 
stenographer in both banking and typing, yet he is more productive 
as a banker than as a typist. Therefore, it will pay him better to 
concentrate upon banking and allow another to do his typing. Be- 
cause of the specialization of the banker in the field which is for 
him most productive (namely, finance), the stenographer is said to 
have a comparative advantage in typing. 

Consequences of Comparative Advantage. We find that a 
great deal of international trade depends upon advantages of this 
latter type. So fortunate is the United States in the matter of natural 
resources, eflScient management, and competent labor, that it is able 
to produce a great many commodities at an absolute advantage. 
But its advantage in the production of a limited number of articles 
is so great that in some instances it willingly surrenders absolute 
advantage in one form of production in order to embrace ihore 
fully a still greater absolute advantage in another. 

The items that are neglected by us are then produced at a com- 
parative advantage by other countries, which are thus able to engage 
in trade with the United States; and both countries gain in the 
process. It is claimed, for example, that we could produce flax quite 
as advantageously as any country in the world. But our facilities 
for growing other agricultural crops are so pronounced (and so 
superior to our advantages for the raising of flax), that, so far as 
agriculture goes, we have normally specialized in cotton, wheat, 
and other farm products, and imported our flax from Russia and 
Belgium. 

Effectiveness of Productive Effort. Whether the advantage 
enjoyed by a nation is '^absolute''' or "comparative’" does not matter 
particularly. The important thing is that the people of a country 
should, from the economic point of view, always engage in those 
types of production in which their efforts will be employed most 
effectively. In some economic activities, the laborers of one country 
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may be much more productive than those of another. In the mining 
of coal, for example, the coal workers of the United States are far 
more productive than the coal workers of England. It does not follow 
from this fact that no coal should be mined in England; but if there 
are other industries in which England has an absolute advantage 
over the United States, or in which she suffers a smaller disadvantage 
(enjoying, therefore, a comparative advantage), Englishmen would 
do well to concentrate upon these industries and leave the mining 
of coal to the laborers of the United States. 

Some Reasons for Productive Superiority. In suggesting that 
labor is more productive in some countries than in others, a word of 
caution is necessary. The expression is not used with the thought of 
implying that this superiority results from greater industry or skill on 
the part of the workers, though this might, indeed, be the case. 
But it is probable that the greater productivity comes more often 
from conditions other than the workers’ greater skill and aggressive- 
ness. In the case of coal mining cited above, the American worker 
produces more than twice as much per day as the British worker. 
But if the American miner were put to work in British mines, it is 
likely that his productive superiority would immediately disappear. 
For this superiority is due chiefly, and perhaps wholly, to the greater 
thickness and accessibility of coal seams in the American mines and 
to the employment of more mining machinery here than in Great 
Britain. Advantages, '"absolute” or "comparative,” do sometimes re- 
sult from exceptional intelligence and skill on the part of labor. But 
probably more often they are attributable to natural resources or 
climatic conditions, to the great abundance of capital of modem 
types, to exceptionally able management, or to a combination of 
several of these factors. 

The gains of foreign trade, then, are similar to the gains of domestic 
trade. Through geographical specialization, as through individual 
specialization, the total product is increased. By creating and ex- 
changing sui'pluses of specialized goods, individuals are enabled to 
secure more commodities and services than would be available 
without specialization. If this is true of individuals within a country, 
it is equally true of individuals in different countries; and foreign 
trade, as was pointed out at the beginning of the chapter, is almost 
wholly trade between individuals and not between nations. 


imERNATlONAL TRADE 459 

1 . In what respects are domestic trade and foreign trade similar? In 
what respects are they dissimilar? 

2. Does the expression, “the foreign trade of the United States,” refer 
to trade of this government with other governments? 

3 . What was the total amount of foreign trade (expressed in dollars) 
of the United States in 1940, as shown in Table 31? 

4 . What part of our total foreign trade consists of merchandise ti*ans- 
actions? 

5. Which are greater, our exports or imports of merchandise? 

6 . Why is gold shipped from country to country? How does “ear- 
marking” lessen the amount shipped? 

7. How do you explain the fact that the American item of “tourist ex- 
penditures” is much larger than the item indicating foreigners’ tour- 
ist expenditures in this country? 

8 . Name the five principal exports of the United States, giving some 
idea of the value of each. 

9. What is there about our productive abilities which makes it pos- 
sible for us to export these five items in large quantities? Examine 
each item separately in answering this question. 

10. Name the four principal imports to the United States, giving some 
idea of the value of each. 

11. From what regions do these four commodities come? Would you 
classify them as “raw materials” or “manufactured goods”? 

12. It is said that the United States is becoming more distinctively in- 
dustrial and less distinctively agricultural. Illustrate with items en- 
tering into foreign trade. 

18. Upon what geographical regions are we chiefly dependent for our 
imports? 

14. What geographical regions are the leading purchasers of American 
exports? 

15. What is the relationship between international trade and specializa- 
tion? 

16. What are the two great advantages of foreign trade? 

17. “In the output of an article that could be produced in two countries, 
it is often advantageous for one country to defer to the other,” Why? 

18. Give an example of “absolute advantage” as it may be seen in pro- 
duction by two countries. 

19. Give an example of “comparative advantage.” 

20. In the manufacture of many kinds of goods, American workers are 
“more productive” than the workers of other countries. Why? 

References for Further Reading 

Gassed, Gustav, Money and Foreign Exchange After 1914^ New York, 
The Macmillan Company, 192^ 

Griffin, C. E., Frinciples of Foreign Trade, New York, The Macmillan 
Company, ; 1924..; ■ ■ 


460 FUNDAMENTALS OF ECONOMICS 

Marshall, Alfred, Money, Credit and Commerce, New York, The Mac- 
millan Company, Book 3, 1923. 

Ohlin, B., Interregional and International Trade, Cambridge, Harvard 
University Press, 1935. 

Taussig, F. W., Free Trade, the Tariff and Reciprocity, New York, The 
Macmillan Company, 1920. 

Taussig, F. W., International Trade, New York, The Macmillan Com- 
pany, 1927. 

Whale, Barrett, International Trade, New York, Henry Holt & Com- 
pany, Inc., 1932. 


24 . The Payment of International 
Obligations 


We turn now to one of the complications of international trade 
which has to do with making payment for goods imported and re- 
ceiving payment for goods exported. The difficulty in effecting these 
payments arises partly from differences in the monetary units used 
in two countries—but it is also due, in part, to the distances involved. 

The Mechanism of Foreign Exchange 

Payments in Long-Distance Trade. The first of these items 
does not, of course, affect domestic trade. But the second may prove 
to be something of a problem within a country of great size. In trade 
between Massachusetts and California, for example, there is the 
necessity of making and receiving payment. If a Boston shoe manu- 
facturer sells his product to a San Francisco merchant, he probably 
receives in payment a check payable at a San Francisco bank. This 
check he deposits in his own bank in Boston, but the Boston bank 
must in some way collect from the bank in San Francisco. Prior 
to the introduction of the Federal Reserve System, a charge was 
made for this ser\dce, theoretically to cover the cost of gold ship- 
ment from California to Massachusetts and loss of interest during 
the period of transport, though in reality the actual gold was seldom 
transfeiTcd. Check collections of this kind are now made without 
charge, through the Federal Reserve banks, by means of the inter- 
district settlement fund (which was described in Chapter 12), so 
that the payment of long-distance domestic obligations no longer 
constitutes a real problem. 

Gold as International Money. In international trade some of 
the difficulties that arise from differences in monetary units have 
been disposed of in normal times by expressing international obliga- 
tions in terms of gold. Though British paper money would not be 
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acceptable to an American exporter of cotton since it could not be 
used in ordinary business transactions in this country, gold to the 
proper amount is quite welcome, because it can be converted read- 
ily, and without loss, into American dollars upon application to the 
United States Mint. In like manner, American gold is acceptable in 
foreign countries operating on a gold standard. What we are saying, 
then, is that gold, because of its desirability as a commodity, is 
generally acceptable and serves as money practically throughout 
the world. 

Avoidance of Gold Shipments. It would be highly undesirable, 
however, to make payment for all international transactions in actual 
gold. An arrangement of this kind would have meant in 1940 the 
shipment of about $17,500,000,000 worth of gold to take care of the 
trade transactions between the United States and other countries, as 
may be seen by examining Table 31. In 1929, when foreign trade 
was greater than in 1940, the figure would have been some $21,000,- 
000,000. Fortunately, there is no need to make such huge shipments, 
for in foreign trade, as in domestic trade, business transactions tend 
to offset one another. It is a truism in international trade that, over 
a long period of years, a country cannot sell goods unless it will 
buy; that is, it cannot hope to engage in export trade unless it is 
willing also to import goods from other countries. This is a matter 
into which we shall inquire shortly. 

Economy in the Use of Gold. Table 31 shows that in 1940 the 
foreign trade of the United States consisted of exports and imports 
amounting to some $17,500,000,000. Of this amount, gold movements 
came to $4,754,000,000, or 27 per cent of the total. We have seen 
that this was a highly abnormal year in the matter of gold shipments, 
since foreigners sent large quantities of gold to the United States in 
the interests of safety. Hence, we shall understand better the rdle 
played by gold in international trade if we consider a year of both 
peace and prosperity. In 1928, for example, less than $1,000,000,000 
worth of gold changed hands in carrying out $21,000,000,000 worth 
of international business transactions. The reason so huge a volume 
of trade can be transacted with so slight a movement of gold is that, 
just as in the clearing houses of our banking system, claims are set 
over against claims, debits against credits, and thus most obligations 
are canceled without necessitating the shipment of gold. 

The general principle involved in the cancellation of debits and 
credits arising in international trade may be made clear through a 
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very simple illustration. Let us suppose England and the United 
States to be on the gold standard, as they were prior to 1931, with 
no governmental restrictions upon the shipment of gold. Now if, 
under these conditions, the Remington Typewriter Company sells 
$10,000 worth of typewriters to the London and North Eastern Rail- 
way, and at about the same time the Wedgwood Pottery Company 
ships a £2055 order of china to Gimbel Brothers of New York, 
there are several possible ways of settling these obligations. With 
our assumption of £1 sterling being equal to $4.87, as in 1931, the 
value of the shipment of typewriters would equal exactly the value 
of the shipment of china. Hence, the shipments of goods might be 
paid for by the shipment of gold, as shown in Fig. 45. 
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Fig. 45. Settlement of International Obligations by Gold 
Shipments. 


The Cancellation of International Obligations. But it is 
troublesome and costly to ship gold to England from the United 
States, and to the United States from England. We may be sure that 
these importers, whose problem it is to effect payment, would try to 
avoid an actual transfer of gold. This would be fairly easy if all four 
parties concerned were acquainted with one another and knew of 
the sales that had taken place. In such event it could easily be 
arranged that Gimbel Brothers should pay $10,000 to the Remington 
Typewriter Company, and the London and North Eastern Railway 
Company a like sum in British money ( £2055) to the Wedgwood 
Pottery Company. Through a canceling-out process of this kind 
both obligations could be met without die use of gold. The trans- 
action would be as in Fig. 46. 

This is, fundamentally, the financial transaction that takes place 
in the settlement of obligations arising in foreign trade, but the 
process is not quite so simple as it appears above. Our illustration 
IS based upon two assumptions which we cannot make with safety, 
in addition to the hypothesis that there is no governmental restric- 
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Fig. 46. Settlement of International Oblig 
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FOREIGN" EXCHANGE BASED ON GOLD 

The Use of “Foreign Exchange.” For these and other reasons, 
there has come into existence a class of middlemen who are bankers 
or private dealers in “foreign exchange” (the name given to foreign 
Jafts or biUs of exchange). The introduction of these bankers into 
the situation removes the difficulties we have just described. Their 
p-esencem the field makes it unnecessary for exporters and importers 
0 know one another, for these bankers provide a recognized market 
m which exporters can sell their claims against foreigners, and im- 
porters can purchase bills of exchange with which to pay obliga- 
lons due exporters. There is the further fact that these dealers in 
oreign exchange, like commercial bankers, exchange bank credit for 
personal credit, and thus render it more generally acceptable. 

The entrance of the banker into the picture gives us a situation 
such as IS shown in Fig. 47. The Remington Typewriter Comoany 
wishing to secure payment at once, sells to a New York bank (deal- 
mg m foreign^exchange) a draft or commercial bill ordering the 
London and North Eastern Railway to pay the Remington Type- 
wri er Company £.2055, or its equivalent in gold. This sale of die 
endorsed draft gives the Remington Typewriter Company immediate 
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possession of the $10,000 due this concern; and the bank proceeds 
to collect the draft by sending it to a correspondent bank in London, 
which in turn presents it to the London and North Eastern Railway 
Company and receives payment in British money. Gimbel Brothers, 
on the other hand, buy from the bank a banker’s bill of exchange for 
£2055, which it forwards to the Wedgwood Pottery Company; and 
this concern, by presenting the bill at the correspondent bank, 
secures payment for the shipment of china to the Gimbel store. 
Here, again, all claims have been settled without transfer of gold 
overseas. 
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Fig. 47. The Use of ''Foreign Exchange.” 


‘Toreign Balances” of Dealers in Exchange. We may bring 
our illustration closer to reality by multiplying instances. It must be 
understood that not only the Remington Typewriter Company but 
thousands of other American exporters are selling to the American 
bank claims upon English importers. The bank, by sending the pur- 
chased drafts to its correspondent bank in London, builds up in the 
London organization a large balance which is held subject to the 
order of the American bank. But, also, the American bank is con- 
stantly selling bankers bills (such as that purchased by Gimbel 
Brothers) which before long are presented for payment at the corre- 
spondent bank; and these payments bring about a steady reduction 
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in the balance that is being built np in the manner described above. 
It must be remembered, of course, that there are many banks dealing 
in foreign exchange, and many con^espondent banks in foreign coun- 
tries, instead of only the one of each that enters into our example. 

In the payments described above, the American concerns took 
the initiative in both instances; that is to say, the Remington Type- 
writer Company ''drew’" on the London and North Eastern Railway, 
and Gimbel Brothers bought a bill of exchange with which to pay 
their indebtedness to the Wedgwood Pottery Company. It should 
be obvious, however, that the British companies might have made 
the first move, the Wedgwood Pottery Company selling to the Lon- 
don bank a draft on Gimbel Brothers, and the London and North 
Eastern Railway purchasing from this bank a bankers bill of ex- 
change with which to remit to the Remington Typewriter Company. 
There is no universal practice in tlie matter; in some instances the 
exporter will "draw'" and in other cases the importer will take the 
initiative and settle the account by forwarding a bill of exchange. 
Whether one method or the other is employed depends upon the 
terms of the business transaction between exporter and importer. 

It would be possible, of course, for importers always to meet their 
obligations through the purchase of banker s bills, thus obviating 
the use of commercial bills such as that employed in the transaction 
between the Remington Typewriter Company and the London and 
North Eastern Railway. The effect is the same whichever method is 
adopted. In every instance importers pay funds into banks of their 
respective countries, and exporters draw funds from banks, the ex- 
porters by selling claims upon foreign concerns and the importers 
by buying claims. If, then, the value of all goods exported from the 
United States to England is exactly equal to the value of goods ex- 
ported from that country to the United States, American importers 
will pay into American banks handling foreign exchange precisely 
the amount which American exporters will draw out Likewise, the 
payments of English importers to British dealers in exchange will 
equal the withdrawals by English exporters. Under these conditions, 
all payments necessitated by foreign trade may easily be made with- 
out shipment of gold. 

‘‘Triangular Exchange.” The settlement of international in- 
debtedness is often a much more complicated matter than is Sug- 
gested by the simple processes we have described. We have referred, 
for example, to the fact that a country's imports are paid for, in the 
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main, by its exports. But in the case of two countries, one may 
export to the other considerably more goods than it imports from 
that country. It would seem, in a case of this kind, that a great deal 
of gold would have to be transferred in order to make up the bal- 
ance; and, of course, transfers of gold do take place. There are ways, 
however, to avoid the actual shipment of gold in many instances. 
An example of “triangular,'' or “three-cornered,” exchange will illus- 
trate this point. 

There are some countries from which the United States imports 
a large quantity of goods, but to which it sends but few goods in 
return. We have already seen that in normal times we buy large 
quantities of silk from Japan, coffee from Brazil and Colombia, and 
rubber from the Malay Peninsula. In instances such as these (and 
especially when the import consists of raw materials from a rather 
primitive countiy ), our imports from individual countries exceed our 
exports to these countries. On the other hand, we export to certain 
countries ( as, for example, to England ) more than we import from 
these specific countries. If we add to these facts the assumption that 
England exports to one of these countries (say, to Colombia) more 
than she imports, we have conditions such as form the basis of tri- 
angular exchange and make it possible to effect settlements without 
the use of gold. 

Since American imports from Colombia materially exceed our 
exports to that country, while our exports to England are greater 
than our imports, there should be available in New York an abund- 
ance of London exchange, but little or no oppoiiunity there to buy 
bills of exchange payable in Colombia. How, then, shall American 
importers settle their accounts in Colombia? And how shall English 
impoiters pay bills due manufacturers and merchants in the United 
States for shipments from America to England? The problem is 
solved by American importers purchasing, in New York, London 
exchange which can be used for the settlement of debts in Colombia. 
For London is a world clearing house for foreign exchange, and 
exchange drawn on a London bank is acceptable in virtually any part 
of the world. This London exchange originates through American 
exporters drawing on English importers and then selling these drafts 
to New York dealers in exchange. Therefore, American importers 
can pay for goods imported from Colombia by sending to Colombian 
business men the London bills they have bought in New York. 

The bills can then be sold by these Colombian exporters to other 
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persons in their country, who in turn have imported goods from 
En^and and are anxious to have drafts on London with which to 
meet their obligations. When the Colombian importers have settled 
their accounts with English exporters in this way, the exporters 
present the drafts for collection to the English importers of Ameri- 
can goods (upon whom they were originally drawn), and when they 
are paid, all obligations have been met. The several steps in the 
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sterling. Americans, of course, wish to be paid in either dollars or 
gold, and Englishmen in either pounds or gold. There is no diffi- 
culty about this, however, since the English exporter is in reality 
paid by the London bank in money which this bank has received 
from English importers. It is therefore British money, or pounds 
sterling. A similar situation exists in the United States, for American 
exporters receive from their banks American dollars that have been 
paid in by American importers who require bankers bills with which 
to settle foreign obligations. This is true so long as exports and im- 
ports between two countries are equal 

There are times, however, when exports from the United States 
to England are either greater or less than imports from England. 
Let us suppose, for the moment, that they are greater. This means 
that American exporters are drawing from American banks more 
than American importers are paying in. In England, the situation is 
reversed; British importers, through their purchase of bills of ex- 
change with which to pay obligations in America, are paying into 
English banks more than British exporters are drawing out, for 
British imports are greater than exports. If American exports exceed 
imports to a considerable extent, the quantity of London exchange 
for sale in New York (that is, bills of exchange payable in London 
in pounds sterling) increases, while at the same time (because of 
the relatively small imports ) there is little call for these bills on the 
part of American importers. 

Changes in Exchange Rates. Applying here the laws of price 
deteimination, which we have already explained in detail, we see 
that, because of the large quantity of London exchange offered for 
sale and tlie small quantity desired, the price must be low. London 
exchange in New York is said, under these circumstances, to be ‘‘at 
a discount,” that is, it will sell below par. Moving quickly to England 
and viewing the situation from that angle, we find that there are 
many British importers anxious to buy New York exchange with 
which to pay American exporters. But New York exchange is scarce 
in London because there has been little exporting to the United 
States. As a consequence. New York exchange in London will sell 
“at a premium,” or above par. 

We can find the par of exchange by comparing the gold content 
of, say, the dollar and the pound sterling; for the par of exchange 
of the currencies of two countries, both of which are on the gold 
standard, is the ratio of the gold contents ol these two currencies, 
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expressed in monetary terms. A British pound sterling commands 
$4.8665 in gold when it contains (as in 1931) 4.8665 times as much 
pure gold as the dollar. When exports and imports are at par (that 
is, exactly equal in value), the rate of exchange between dollars 
and pounds will also be at par, and the Anierican Importer can pur- 
chase bills of exchange payable in London in pounds sterling, on 
the basis of $4.8665 per pound, plus the dealer s commission. 

But if exports from the United States to England are greater than 
imports, he will be able to buy London exchange at less than par, 
perhaps at $4.85 per pound sterling. At this same instant, the British 
importer in London, seeking to purchase foreign exchange payable 
in New York in dollars, will discover that he must pay more than 
par for a bill of exchange, that is, for each pound sterling he will 
receive only $4.85 worth of American dollars. 

It should now be clear that an excess of American irnports over 
exports will reverse the situation, and London exchange will, in 
New York, sell at a premium (say, at $4.88 per pound), while New 
York exchange in London will sell at a discount; that is, a pound 
sterling will buy more than a normal amount of dollar purchasing 
power—$4.88 worth, to be exact The problem, then, is one of supply 
and demand. The price of foreign exchange is low when there is 
an abundance of it available, and the price is high when bills of 
exchange are relatively scarce. 

“Gold Shipping Points.” There are, however, heights and 
depths beyond which the price will not go. These are known as the 
‘gold shipping points,'" and they represent deviations from par be- 
yond which it will pay the importer to ship gold in payment of his 
foreign obligations. If the shipping costs of a pound sterling between 
New York and London (covering transportation, insurance, and all 
handling charges) are, say, two cents, then the American importer 
will refuse to buy London exchange if the price goes above $4.8865, 
since it would be cheaper to ship gold than to pay a higher price 
for bills of exchange. Similarly, American exporters, in selling to 
American bankers their claims upon British importers, will not take 
less than $4.8465 per pound sterling, for it would be more advanta- 
geous to have gold shipped from England in settlement of their 
claims than to sell the claims at a figure smaller than the amount 
mentioned. When there are no obstacles to the free movement of 
gold, the rate of exchange is ordinarily held between these upper and 
lower gold shipping points. In actual practice, gold shipments are 
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made not by importers who have obligations to meet, but by bankers 
who thus increase their balances abroad and then sell foreign drafts 
against these balances. However, the fact that importers could pay 
their bills by shipping gold prevents the rate of exchange from going 
beyond the gold shipping point. 

FOREIGN EXCHANGE BASED ON PXJRCHASING-POWER PARITY 

Thus far, we have been considering foreign exchange between 
countries that are on the gold standard. But nearly all of the countries 
tliat play important roles in international trade have abandoned the 
gold standard, and there is no longer a free movement of gold 
between them. If two countries, one on a gold and the other on a 
paper standard, engage in trade, the exchange rates will no longer 
be anchored to the gold parity and may deviate widely from such 
parity. This is true because the departure from the gold standard 
eliminates the possibility of free gold movements. The statement 
holds also for trade between two countries both of which have 
departed from the gold standard. Because the exchange rates lose 
their connection with a gold parity, it does not follow that there is 
no parity, or ‘norm," about which the actual exchange rates will 
tend to fluctuate. Indeed, there is such a norm, which we call "pur- 
chasing-power parity,” and which means that the parity of exchange 
is based upon the purchasing power, and not upon the gold content, 
of money. We may define the par of exchange of the currencies of 
two countiies that are not on a common metallic monetary standard 
as the ratio of the purchasing powers of these two currencies in their 
respective countries of issue. 

Purchasing-power parity therefore is a ratio which expresses the 
relationship between the price levels of the two countries under 
consideration. It must be thought of as an ideal ratio, just as the 
gold parity of £1 = $4.87 is an ideal ratio. But just as the actual 
rates of exchange frequently vary from the ideal when both countiies 
are on the gold standard, so also may actual rates of exchange vary 
from purchasing-power parity when the trading countries have left 
the gold standard. As these lines are written, the pound is quoted 
at $4.03, This is, of course, the rate of exchange at this particular 
time, and not necessarily the par of exchange, 

PurGhasing-Power Parity and Domestic Price Levels. When 
both England and the United States were still on the gold standard 
and the gold parity of £1 = $4.87 was in actual force, this expression 
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of the parity of exchange could be taken literally. For £ 1 was a given 
quantity of gold, and $4.87 was precisely the same quantity of gold. 
When international trade was transacted upon this basis of exchange, 
what happened was that a quantity of economic goods valued in 
England at approximately 125 grains of gold nine-tenths fine ^ ( £1) 
was sent to the United States in exchange for a quantity of economic 
goods valued in America at 125 grains of gold ($4.87). Thus goods 
exchanged for goods, as they always must in international trade, 
either immediately or eventually. The ratio at which they exchanged 
was determined by the relationship between the purchasing power 
of gold in England and in the United States, Under purchasing- 
power parity, the ratio at which English and American goods ex- 
change is likewise determined by the relationship between the 
domestic price levels— expressed now, however, not in terms of gold 
but in paper pounds and dollars, respectively. With both England 
and the United States on a paper monetary basis, the statement that 
£1 = $4.03 means that the purchasing power of the paper pound 
in England is approximately the same as the purchasing power of 
$4.03 (paper) in the United States. This exchange rate, then, is based 
upon the relation between the domestic purchasing powers of the 
two national currency units. 

There is nothing surprising about the parity of exchange being 
based upon the purchasing power of money in the countries that 
issue it, for eventually the money must be spent in the countries of 
issue, if it is to be spent at all. Paper pounds are generally accept- 
able in England but not in the United States, and paper dollars in 
the United States but not in England. Hence, pounds must be spent 
in England and dollars in the United States. It follows that the value 
of the pound and the dollar must depend, in the final analysis, upon 
what they will buy in England and the United States, respectively. 
Let us suppose that these two countries, both being on a paper 
money basis, engage in international trade, that all the commodities 
and services purchased by the people of England in the United 
States are paid for in paper pounds, and that all goods bought by 
Americans in England are paid for in paper dollars. It is obvious 
that trade could not stop at this point, since dollars in England and 
pounds in America lack general acceptability and are therefore but 

^ In the interests of strict accuracy, it may be noted that British gold used 
for monetary purposes is eleven-twelfths fine, while American monetary gold is 
nine-tenths fine. 
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slightly useful To be used to greatest advantage they must be re- 
turned to the country of issue and spent there for economic goods, 
and their usefulness will be measured by the quantity of goods they 
command in that countiy. 

^ Speculation in Foreign Exchange. It should be noted, further, 
that speculation may enter into a situation such as we have described. 
If, for example, it appeared likely that we should soon have a rise in 
the price level of the United States without a corresponding rise in 
England, there would be a rush to convert dollars into pounds, in 
anticipation of the loss of purchasing power that dollars would suflEer 
through an increase in general prices in the United States. This in- 
creased demand for pounds would alter the ratio of exchange, which 
might be expected to move to £1 = $4.25, or to some other ratio 
indicating the enhanced value of the pound as compared with dollars. 
If a decline in the American price level were expected, with no 
change in general prices in England, we may be sure that Britishers 
would seek to buy up dollars while they were still relatively cheap. 
Their bids for dollar exchange would have the effect of raising the 
price of drafts payable in dollars, with the result that the number 
of cents obtainable for a pound would begin to move downward 
from the present 403, and might eventually get as low as (say) 375^ 
when the rate of exchange would be £1 = $3.75. If, on the other 
hand, the present nominal gold parity of £1 = $8.24 were expected 
to come into force, there would be an immediate scramble to buy 
pounds while they were still available at $4.03 in American paper 
money; and this scramble would cause the “$4.03"’ of the present 
paper ratio to move in the direction of the $8.24 which the pound. 
would cost once the new gold parity had been adopted. 

Speculation takes place also in the foreign exchange of countries: 
that are firmly established on the gold standard and make no effort, 
to prevent the shipment of gold. Dealers in exchange, like dealers 
in any other commodity, will buy in anticipation of a rise and sell 
in anticipation of a decline in price. Consequently, there are always- 
some people buying foreign drafts because they expect an increase 
in demand which will enable them to reap a profit, and others selling 
because they look for a decline in demand which would render 
their holdings less valuable than they are at present. However, the 
exchange rates of paper currencies offer a wider scope for specula- 
tive operations than the rates of gold standard currencies; for the- 
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latter, it will be recalled, can vary only between the gold shipping 
points, whereas the former are likely to fluctuate more widely. 

The Balance of International Payments 

■ ‘Tavorable” and “Unfavorable” Balances of Trade. We have 
yet to consider the contention that the exports and imports of a 
country tend to be equal, and to examine briefly the mechanism 
which brings about the equilibrium between exports and imports. 
In this connection, we shall find it convenient to make use of two 
terms which are met with continually in the literature of international 
trade. For many decades, economists have been writing about favor- 
able” and “unfavorable” balances of trade. Indeed, the terms origi- 
nated at a time when it was considered decidedly advantageous for 
a nation to send abroad more goods than it imported, so that it 
might receive gold in payment of the balance. Of more recent years 
we have come to a realization that the acc|uisition of a very large 
quantity of gold is not necessarily a great blessing, but may bring 
about distinctly unpleasant consequences through its effects upon 
the credit-currency systems and the price levels of the countries 
sending and receiving the gold. Consequently, the terms “favorable” 
and “unfavorable,” when used in connection with an international 
trade balance, are likely to be misunderstood. It would certainly be 
-clearer to refer to an “excess of exports” or an “excess of imports”; 
but the other expressions have become so firmly fixed in our eco- 
nomic language that there seems to be small hope of ousting them. 

The Long-Run Equalization of Trade. To many people, inter- 
national trade appears to consist primarily of exports and imports 
*of merchandise and services of the types listed In Items 1 to 8 of 
Table 31. Before the era of large-scale foreign investments, these 
were, of course, the items of greatest importance; and it was a com- 
monplace among writers on economics that what a country exported 
in the way of such goods tended to equal its imports of these kinds. 
Even today, when long-term investments and changes in interna- 
tional banking accounts form an appreciable part of a counties 
-^exports and imports, it should be obvious that, although such claims 
upon economic goods may be acceptable temporarily in exchange 
for economic goods, yet they are acceptable only in the sense that 
they constitute deferred payments; and sooner or later the holders 
of these claims will expect to convert them into commodities and 
■:services. 
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: the payment of international obligations 

If, then, a country— say, the United States— maintains a "favorable’^ 
i trade balance by exporting year by year more economic goods than 
it imports, and receiving in exchange for its excess of exports such 
claims upon foreigners as are represented by stocks and bonds, we 
may be sure that there will come a day of reckoning when the 
holders of these claims will call for payment. The direction of trade 
will then have to be reversed, for payment must eventually be made, 
if it is made at all, in economic goods. Moreover, payment will 
involve an excess of imports over exports, and the United States will 
then have a so-called 'unfavorable” balance of trade. This is one 
more illustration of the fact that trade consists, at least in the long 
run, of an exchange of commodities and services for commodities 
and services. 

Maintenance of Goods Balance Under the Gold Standard. 
The length of time required to balance exports and imports of eco- 
nomic goods cannot, of course, be predicted with anything approach- 
ing accuracy, but we may inquire into the method of bringing about 
this equilibrium. Let us suppose, for the sake of simplicity in 
explanation, that all international trade consists of economic goods, 
neglecting for the moment such items as long-term investments and 
changes in international banking accounts. Let us suppose, further, 
that the countries that engage in trade are all on the gold standard. 

It is safe to say that people ordinarily buy in their own com- 
munities, and certainly in their own countries, unless there is an 
advantage to be had through purchasing in a more distant region. 
If, for example, Englishmen import goods from the United States, 
they do so because they can buy here to greater advantage than at 
home. This would mean, in all probability, that certain commodities 
and services were obtainable at lower prices in the United States 
than in England. Otherwise there would be no incentive to buy at so 
great a distance. Therefore, if American exports of economic goods 
should contmuously be greater than imports, we should expect to 
find the cause in the low prices which prevail in the United States for 
the goods desired by foreigners, and the high prices in other countries 
for goods which might be purchased by Americans except for the 
fact that they can secure them for less right at home. But if the 
United States continued for a long time to have larger exports than 
imports, the balances year by year would be paid in gold; and this 
gold might be expected to increase the quantity of circulating media 
in the United States and thus raise the price level. 
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An increase in general prices would eventually make itself felt in 
international ti'ade. For not only goods that are sold at home, but 
those entering into international trade as well, would advance in 
price; and, in the course of years, these goods would be offered only 
at figures which were prohibitive, so far as foreign purchasers were 
concerned. For just as the influx of gold to the United States would 
raise prices, so also its flow from other countries would lower their 
price levels; and thus it would become increasingly difficult for 
American business men to quote prices that would induce foreigners 
to buy in the United States instead of at home. Indeed, we might 
expect prices in foreign countries to decline so greatly that Ameri- 
can purchasers would be attracted, and as a consequence American 
imports for a time might exceed American exports. We have, then, 
in the movement of gold a device which tends to bring about an 
equilibrium between exports and imports of commodities and serv- 
ices. If the balance is upset to a very considerable extent, so that the 
rate of exchange comes close to the gold shipping point, a move- 
ment of gold takes place which in time may be counted upon to 
restore the equilibrium once more. 

Equilibrium of All Payments Under the Gold Standard. Hav- 
ing seen how exports and imports are balanced under the relatively 
simple conditions which we assumed to exist, we may now introduce 
the capital movements which are included in Table 31 under Items 
9, 10, 11, and 12. Paper currency movements, listed as Item 15, are 
smular in character to these several capital items, since paper money 
IS m reality a credit instrument. Item 16 consists of a host of things 
which, if we knew perfectly all details of the situation, could be 
distributed elsewhere in the table; and silver (Item 14) may be 
regarded as merchandise. Thus we can include among exports and 
imports every item in Table 31, with the single exception of gold; 
and gold. It should be observed, is customarily regarded purely as a 
means of settling balances in international trade, when the nations 
engaging in trade are on the gold standard, as they are under our 
assumed conditions. If, then, our international balance sheet were 
the one appearing as Table 31, we should find that (apart from 
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we have expkined, a far larger percentage of the total volume of 

transactions than in nonnal years. 

Obstacles to the Automatic Attainment of Equilibrium. This 
shipment of gold, like the shipment mentioned in an earlier para- 
graph, might be expected to raise somewhat the price level of the 
countiy receiving it-the United States-and to depress somewhat 
Ae piice levels of the countries losing it, thus tending to bring about 
a readjustment of trade which would bring exports and Lports 
into balance. However, we cannot be certain that gold entering a 
country may not be “sterilized” (that is, kept by the Central banklig 
system from forming the basis of credit expansion), and thus be 
prevented from raising the price level. And it is also possible that 
the coun ry losing gold may liberalize its policy of credit extension 
so as to keep the loss of gold from depressing its level of general 
prices. In the face of such credit manipulation, the readjustment 
to which we have referred might not take place promptly. However, 
It would not be possible to continue the shipment of gold in one 
direction indefinitely, without forcing oflF the gold standard the 
country whose stock of gold was being depleted. And once it had 
abandoned he gold standard, the value of its paper currency would 
soon fall and the direction of trade would be reversed. This statement 
oes not apply to gold-producing countries which mine and refine 
year by year enough gold to enable them to meet unfavorable trade 
balances m gold without drawing upon the stocks of bullion needed 
foirthe support of their monetary and banking systems. 

The Influence of Changes in Rates of Exchange. At this point 
we must emphasize the fact that the forces making for an equi- 
librium of exports and imports are at work all the time, and do not 
become active merely when the rate of exchange has reached the 
gold shipping point. It will be remembered that international pay- 
ments are usually made through the medium of bills of exchange, 
end that a favorable balance of trade for the United States requires 
e people of other countries who are importing American goods to 
pay a premium when they buy dollar exchange, since the demand 
IS great and the quantity available is relatively small. At this same 

sell at a discount in 

New YorL For example, the discrepancy between exports and im- 
ports might be so great that dollar exchange would sell in London 
at as high a price as £1 = $4.85. This high price charged for the 
means of making payments for American goods would in itself have 
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a depressing effect upon exports from the United States to Endand 
and the low pnce of sterhng exchange in New York would stimulate 
mports from England to this country. It is evident, then, that fluc- 
taations m the rate of foreign exchange tend to bring trade balances 
mto equihbnum and that the shipment of gold in settlement of 
balances takes place only after the rate of exchange has moved so 
^ goM shipping point, 

exnla^-^ Handling of Gold Shipments. It will be well also to 
S ^ ^ statement, already made, that movements of 

gold, when they occur, are not handled by the importers of goods. 

who performed by dealers in foreign exchange 

PoIH’th? goW skpping point is reached, make a shipment of 
gold themselves and thus build up foreign balances against which 

Slk in 7 must pay 

Mturalfr countries. On such drafts the dealers in exchange wiU 
^turally charge a premium which will reimburse them fully for the 
0 s Wmg the gold, and yet will not make the total cost to the 
buyer higher than the cost which would be entailed if he underto^ 

more ffthereTa^n gold himseff. Further- 

T 5 that gold WiU soon move in the opposite 

direction, the additions to foreign balances referred to above may be 
made through a credit transaction instead of a gold shiomenf / 

. would „bv,„„„y bo oiUy ,0 send goU ^ ZZ 

promptly returned. Credit transactions' of this kind appear in 
the international balance sheei oc appear m 

accounts (Item 10 “ mternational banking 

^ Purchasing-Power 

the gold 

Tnd 

not p:o bevond ^ ^ standard, the fluctuations can- 
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and 

g (that is, the par of exchange) is £1 = $4.03, we can 
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readily see that a favorable balance of trade for the United States 
would, as in our gold standard illustration given above, place a 
premium upon dollar exchange in England. This premium, as we 
have explained, would tend to turn the tide of trade; if it did not 
succeed in so doing, a still higher premium would be charged, and 
the price of dollar exchange would continue to rise until exports 
from the United States were sufficiently discouraged and imports to 
the United States were coiTespondingly encouraged. There can be 
no question that a long-continued rise in the price of dollar exchange, 
and a consequent decline in sterling and other foreign exchange, 
would finally bring about an equilibrium between exports and 
imports. 


The par of exchange (gold parity) of the currencies of two coun- 
tries, both of which are on the gold standard, is the ratio of the gold 
contents of these two currencies, expressed in monetary terms. 

The par of exchange (purchasing-power parity) of the currencies 
of two countries that are not on a common metallic monetary stand- 
ard is the ratio of the purchasing powers of these two currencies in 
their respective countries of issue. 

The rate of exchange of the currencies of two countries is the 
actual market price of each cuncncy in terms of the other. 


1. Why is gold generally acceptable in international trade transactions, 
whereas paper money is not? 

2. To what extent was gold used in the settlement of international pay- 
ments in 1940 (Table 31)? 

S. Why do we wish to avoid the use of gold in making international 
payments? 

4. What device used in our modern ‘'clearing houses’" is utilized for 
reducing materially the necessity of shipping gold for the settlement 
of international obligations? 

5. Show, with an illuslTation, how several international business trans- 
actions might be “settled” without the shipment of gold, and also 
without the assistance of dealers in foreign exchange. 

6. What are the difficulties involved in a settlement of this kind? 

7. Introduce dealers in foreign exchange into the illustration used in 
your answer to Question 6, and trace the operations that must be 
gone through before the settlement is completed. 

8. How do dealers in foreign exchange build up “foreign balances,” and 
how are these balances reduced from time to time? 

9. Why is it sometimes desirable to employ “triangular exchange”? 
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10. Follow, step by step, the transactions outlined in Fig. 47. Is this 
process, in basic principle, different from that shown graphically in 
Fig. 46? 

11. Indicate the manner in which the use of foreign exchange enables 
a creditor to receive payment in the money of his own country. 

12. Define * parity of exchange."' 

13. Under what conditions will foreign exchange sell ''above par”? "Be- 
low par”? Are your answers consistent with the statement that the 
problem of exchange rates "is one of supply and demand’? 

14. What are "gold shipping points”? Why do rates of foreign exchange 
tend to remain within these limits? 

15. Explain the meaning of "purchasing-power parity.” 

16. Under what condition is parity of exchange based on purchasing 
power instead of on the gold content of money? 

17. What is a "favorable” trade balance? An "unfavorable” trade bal- 
ance? 

18. Is a favorable trade balance necessarily desirable, and an un- 
favorable trade balance undesirable? 

19. Does the statement that "there is a tendency for exports to equal 
imports” relate to merchandise alone, or to other items as well? 

20. How do you explain the fact that foreigners sometimes buy goods in 
the United States, when similar goods are made and sold in their 
own countries? 

21. Why would it be undesirable for a country to attempt to maintain a 
"favorable” trade balance indefinitely? 

22. What have price levels to do with the maintenance of trade bal- 
ances? 

References for Further Reading 
See list of references at the end of Chapter 23. 


25 . The Distribution of Income 


VVe now enter upon the study of another major division of the 
science of economics. We have examined at considerable length the 
production and exchange of economic goods. Our next step is to 
inquire into the distribution (or apportionment or division) of these 
economic goods among the members of society. In the present sec- 
tion (covering five chapters), we examine the payments that are 
made to owners of land, labor, and capital who allow these agents 
of production to be used in the economic process, and to the owners 
of the business enterprises in which these agents are employed. 

The Nature of Distribution 

Many writers on economics have described distribution by imagin- 
ing a central point to which all members of an economic group come 
from time to time and deposit in a "goods heap’' the commodities 
and services which they have produced and for which they desire 
credit. As evidence of his contribution, each producer may be sup- 
posed to receive a certificate which will enable him, at his con- 
venience, to draw from the goods heap commodities and services up 
to the amount of his deposit. In a great economic area, such as the 
United States, there might be piled up in a year of normal prosperity 
a goods heap amounting in value to some $150,000,000,000, and 
presumably there would be withdrawn from this heap an equal 
amount of economic goods. 

The Participants in Distribution. ■ Who is it that takes part in 
the process of distribution? Obviously those who contribute, directly 
or indirectly, to the accumulation of commodities and services will 
expect to participate in their distribution. And to what extent does 
each producer share in the distribution of these goods, which in a 
given country may quite properly be called the national income? In 
general, to the extent of his importance in the task of producing the 
national income. For each depositor will insist on having as his share 
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of the goods an amount no smaller than would be lost if he withheld 
his productive efforts; and if competition exists, there is no reason 
to suppose that he need take less. 

To be sure, the producer will not get in return the exact items 
that have foimed his contribution. For as producer and depositor he 
is a specialist, placing upon the heap, in all probability, but one kind 
of economic goods; but as a claimant, cashing in on his certificates of 
deposit, he sees the situation from the consumer s point of view and 
demands a great variety of goods. Nevertheless, he will hope in all 
cases to receive as great value in commodities and services as he has 
contributed to the national goods heap. 

The Size o£ the “Goods Heap.” Our study of production has 
shown that there are four factors, or agents of production, though 
each of the four is capable of being divided into some hundreds or 
thousands of grades. The size of the goods heap, then, depends upon 
the productive eflSciency of land, labor, capital, and business enters 
prise. If these factors of production are abundant and of high quality, 
and if they are properly combined and set to work, we expect to 
see, and do see, a large accumulation of economic goods over a 
period of time, say a year. The United States is an outstanding 
example. If one or more of the productive agents are scarce or of 
inferior grade, or if they are not used in the proper proportions, 
the national heap will be smaller. Italy, with extremely meager 
natural resources and a disproportionate quantity of labor, is a case 
in point. 

But in all capitalistic societies the four factors are found at work, 
each contributing something to production; and in all such countries 
fendlords, ’laborers, capitalists, and business enterprisers demand 
their respective shares of the national income in the form of rent, 
wages, interest, and profits. It is the division of income into shares 
for the owners of the various productive agents that constitutes dis- 
tribution, as the term is ordinarily employed by economists. 

The Relation of Distribution to Price. In our examination of 
price determination we saw that the competitive price of an eco- 
momic good, in the long run, tends to equal the costs involved in 
producing it; and that these costs of production, in turn, consist of 
ithe sum total of the prices that must be paid for the use of the 
factors employed in the production of the good. These productive 
factors, though of many types and grades, may be resolved into 
land, labor, capital, and business enterprise. If we take as a starting 
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point the four agents of production, we arrive at price by simply 



totaling these payments; and if we begin with price, distribution 

.1: 


consists of dividing price into the parts of which it is composed- 

; f 


that is, into the payments demanded by owners of the several factors 



of production. 

! 


We see, then, the close relationship between price and distribu- 

ll 


tion. Indeed, they are (as has often been suggested by economists) 

l! 


but different aspects of the same thing. Price, or the payment made 



for an economic good, is merely the sum of the prices paid for the 

i! 


use of the several productive agents that were employed in pro- 
ducing it, the price of the good and the prices of the agents being 

i 


determined simultaneously. It is upon the prices paid for the produc- 



tive agents that we center our attention in making a study of 

,t ■ 


distribution. 

1: 


We have seen that the price of a good is determined by the condi- 



tions of supply and demand, price being set at that figure at which 

i: , 

!' 


buyers are willing to buy exactly the quantity that sellers stand 



ready to sell. The payment for a productive agent (that is, the price 



that is paid for its use) is deteraiined in precisely the same way. 

-i:- 

1 

’y 

Hence, the share that the owner of a productive agent has in the 

l-i 


distribution of income depends upon the relation between the supply 

ri 


of and the demand for this agent. The price at which the owners 



of a given agent are willing to give up the same quantity enter- 

'Xi. 


prisers are willing to buy is the price that will be paid. It is clear, 



f therefore, that the study of distribution is simply a continuation of 



the study of price determination, and it is pursued ( as was true also 



of price) through an examination of the factors aflEecting the condi- 



tions of supply and demand. 



MaBGINAL pRODUCnVITY AN© DISTRIBUTION 

I 


The Concept of Marginal Productivity. In the analysis of dis- 


t tribution an attempt is made to find an answer to the question, "'How 



are rent, wages, interest, and profits deteiinined; that is, on what 



I basis is income distributed among the owners of the productive 

I.,- 

' 


agents?*'' We have already answered this question in a general way 

■'k 


by suggesting that each contributor to the national heap of goods 


withdraws from the goods heap an amount of economic goods that 


, 

is proportionai to his importance as a producer. This is the central 



idea of a popular theoiy, the Marginal Productivity Theory of Dis- 


5 

tribution, which states that the share of each of the productive agents 

■| ; , ' ■' ■ 



i.fe 
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is determined by tbe marginal productivity of that agent. In the pres- 
ent analysis we do not hold to this theory; that is, we shall not suggest 
that the amount paid for the use of a unit of a productive agent is 
determined by the marginal productivity of the agent. Indeed, we 
have already said that it is always determined by the conditions of 
supply and demand. It will be seen, however, that marginal produc- 
tivity plays a vital part in affecting distribution on the side of demand, 
and that there is a tendency for competitive price to equal marginal 
productivity. But this is only one side of the story. The theory of dis- 
tribution is not complete until due recognition has been given to the 
supply of the productive agent, as well as to demand. 


Table 35. Effects of Bone Meal upon the Yield of Wheat in 
Southeastern Kansas® 


Varying Quantities of 

Bone Meal 
(capital) 

[ Total 
Product 
(bushels) 

Marginal 

Product 

(bushels) 

Vail 

] 

$1.00 

le of Marg 
Product at 

$1.20 

inal 

$1.40 

No bone meal used 

10.6 





1 unit (total 30 lbs.) used 

14.9 

4.3 

$4.30 

$5.16 

$6.02 

2 units (total 60 lbs.) used 

17.3 

2.4 

2.40 

2.88 

3.36 

3 units (total 90 lbs.) used 

18.7 

1.4 

1.40 

1.68 

1.96 

4 units (total 120 lbs.) used 

19.5 

.8 

.80 

.96 

1.12 

5 units (total 150 lbs.) used 

19.9 

.4 

.40 

.48 

.56 

6 units (total 180 lbs.) used 

20.2 

.3 

.30 

,36 

.42 


® Source: United States Department of Agriculture. 


In speaking of marginal productivity we shall have reference to 
the value of the marginal product. The marginal product is the 
amount of product that is dependent upon the use of a single unit 
of a given amount of productive agent. This single unit of any quan- 
tity of a productive agent is called the marginal unit, as will be made 
clear in the next paragraph. 

Let us refer again to a table which we used in Chapter 5, and 
which, for convenience, is reproduced here as Table 35. According 
to this table, the use of 6 units of bone meal in connection with the 
other factors of production would bring a total product of 20.2 
bushels of wheat, the marginal product being .3 bushel. This mar- 
ginal product is the difference between the total product when 5 
units of bone meal are used and the total product when 6 units are 
used. The value of this marginal product, or its marginal productiv- 
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ity, would depend upon the price at which wheat could be sold. 
Hence, the value of this particular marginal product would be 30 
cents, 36 cents, or 42 cents, depending upon whether the selling price 
of wheat was $1.00, $1.20, or $1.40 per bushel, respectively. The 
sixth unit of bone meal in our illustration is said to be the marginal 
unit of bone meal, and the marginal unit is sometimes defined as the 
last unit to be employed. But the word 'last” refers here to quantity 
and not to time. All units of bone meal must be thought of as being 
employed at the same time. The expression "the last unit” ( or "the 
marginal unit”) has to do only with the quantity of the productive 
factor in question— in the part of Table 35 that we are now examin- 
ing, with the difference between 5 and 6 units of bone meal. This, 
as we shall see shortly, is not the same thing as the diflFerence between 
2 and 3 units, for it matters greatly, in applying the concept of mar- 
ginal productivity, whether the marginal unit is one of many units of 
the factor, or one of few. Since all units of bone meal are (by hy- 
pothesis ) precisely alike, the marginal unit is any one of the 6 units. 
The marginal product of this agent, bone meal, is the quantity of 
product that is added to the total product through the use of the mar- 
ginal unit of bone meal, it being assumed that the quantities of the 
other productive agents remain unchanged. 

Marginal Productivity and the Law of Variable Proportions. 
It is important to emphasize the fact that the marginal unit is one 
unit of a total quantity of a given productive agent, for the produc- 
tivity of the marginal unit of any factor depends upon the number of 
units that are being used. The productivity of the marginal unit of 
bone meal when 6 units are employed is a quite different thing from 
its productivity when only 3 units are used, if we assume that labor, 
capital, and business enterprise are the same in both instances. Refer- 
ence to Table 35 shows that the marginal product is 1.4 bushels of 
wheat when 3 units of bone meal are employed, as against ,3 bushel 
when 6 units are employed. From the Law of Variable Proportions ^ 
we learned that all of the factors of production are subject to the 
principle of diminishing returns; that if progressively larger quanti- 
ties of any factor (whether of land, labor, capital, or business ability) 
should be combined with a fixed quantity of the other factors, dimin- 
isMiig returns would eventually result. Though the total product 
would increase with each addition of the variable factor, the product 
dependent upon the use of the added unit of the variable factor 

^ See cliap. 5, 
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would be smaller than the product dependent upon the use of the 
preceding unit of the variable factor, once the point of diminishing 
returns had been reached. 

In our earlier treatment of this principle, we remarked that it is 
often referred to as the Law of Diminishing Productivity. This name 
is especially appropriate in the present connection, for it suggests, 
and quite properly, that if we assume more and more units of one 
factor to be used, without an increase in the quantities of the other 
factors, the marginal product of the variable factor would diminish 
progressively. Thus, if 3 units only of bone meal should be used in 
conjunction with a given quantity of other factors, the marginal 
product of bone meal (that is, the amount of product added to total 
product through the use of the third, or “last,” unit of bone meal) 
would be greater than it would have been if 6 units of bone meal 
had been used, in which case the marginal product would have 
been the amount of product added to the total through the use 
of the sixth unit of bone meal. We see here the importance of the 
supply side of our theory of distribution, for the marginal product 
is smaller when the agent in question is employed freely than when 
it is sparingly used. Whether many or few units of the agent in ques- 
tion are employed, it is the marginal productivity (that is, the value 
of the marginal product of the agent) rather than the product itself 
with which we are concerned in our discussion of distribution. 

MARGIlsTAL PRODUCTIVITY UNDER COMPETITIVE CONDITIONS 

The Demand for and Supply of the Productive Agents. Since 
the production of economic goods is dependent upon the use of land, 
labor, capital, and business enterprise, and since these agents of 
production exist in limited quantities, it is possible for those in pos- 
session of the agents to obtain payment for their use, under a regime 
of private property. The amount of payment will depend in each 
case upon the importance of the agent when employed in a produc- 
tive capacity. 

The degree of economic importance, or marginal productivity, of 
an agent is related to its scarcity, as we have already seen. If it is 
available in large quantities and the demand is small, it will be poorly 
paid because it is but slightly useful in production. If it is extremely 
limited in quantity and is essential in the making of a good for 
which the demand is great, it will command a high price. But the 
price, whether high or low, will under competition bear a direct 
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relationship to the marginal productivity of the agent, and the mar- 
ginal productivity will depend upon the conditions of both supply 
and demand. The marginal productivity of a productive agent is 
great or small, depending upon whether the quantity available is 
relatively scarce or plentiful. 

Demand and supply schedules and demand and supply curves 
may be drawn up and used quite as readily and satisfactorily in 
ascertaining the price of a productive agent as in determining the 
price of a finished good. Whether the agent in question is a particular 
type and grade of land, or labor, or capital, its price is determined 
by the relationship between the demand for and supply of the agent, 
that is, by an equilibrium between the supply of and demand for the 
agent. It is the general conditions of supply and demand that de- 
termine which unit is to be the marginal unit, and it is the value of 
the product of this unit that tends to equal (but does not itself 
determine) the price paid for the use of every unit of the agent. The 
principle of marginal productivity explains why enterprisers will 
pay as much as they do for a productive agent— that is, it explains the 
demand side of the equilibrium. 

The extent to which a business man will employ a given productive 
agent depends upon the price he must pay for it, in relation to the 
price he can obtain for the additional product which results from the 
use of the agent. Clearly, the careful enterpriser will not continue to 
employ any factor of production beyond the point of most profitable 
use.^ But, equally clearly, he will not under competition cease to add 
units of a productive factor so long as he can secure for the additional 
product which results from their use a price that is more than enough 
to pay for the extra units. 

The Price of the Marginal Unit. Table 35 shows the extent to 
which, in the illustration there given, the enterpriser would employ 
a particular kind of capital, bone meal, in the production of wheat. 
With wheat selling at $1.00 a bushel, and bone meal at 75 cents a 
unit, he would use up to, but not beyond, 4 units; for the fourth unit 
would increase the total product sufficiently to bring in 80 cents of 
additional return, whereas the outlay for this unit of capital would be 
75 cents. 

Theoretically, at least, it would be possible to make the units of 
an agent so small that there could and would be virtual equality 
between the value added to total product through the use of the 

* See chap. 5. 
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marginal unit and the price paid far that unit For there is no rea- 
son to suppose that enterprisers would cease to add units so long as 
the necessary payment for these units was even slightly less than the 
price received for the extra product. Hence, units would be added 
until the equality we have spoken of had been attained. It is cus- 
tomaiy, therefore, to say that the price paid for a productive agent 
tends to equal the full value of its marginal product; that is, every 
unit of the agent will command as much as every other unit, and this 
amount tends to be the value of the product of the marginal unit* 
But whether this amount is high or low will depend upon die gen- 
eral conditions of supply and demand as they relate to this particular 
productive agent. 

The Price of an Agent in Its Alternative Uses. Not only will 
all units of a productive factor receive the same price in a given estab- 
lishment and in the same type of industry, but the total quantity of 
the factor, if it can be used in many branches of economic activity, 
must be paid for at a uniform rate, no matter by whom or in what 
manner it happens to be employed. The principle of opportunity 
costs brings about this equalization in the unit price of every pro- 
ductive agent that has alternative uses. We saw in our examination 
of individual prices that a given grade of agricultural labor, which 
could be used in either cotton or corn production, would not be 
available for cotton growers at a lower price than that ojBFered by 
com growers, and vice versa. Therefore, no enterpriser (whatever 
his line of production may be) can secure the use of a productive 
agent at a lower figure than any other enterpriser will pay. But since 
all enterprisers who use the agent tend to use more and more units 
up to the point at which the cost of the final unit is just equal to the 
value of the additional product, we see that not only is there, in a 
competitive market, a uniform price for a productive agent through- 
out industry, but this price is uniform because there is a uniform 
marginal productivity for a productive agent throughout industry 
as a whole. 

The Interdependence of the Productive Agents. If by any 
mischance we have given the impression that the various agents are 
productive separately and individually, it is high time to correct the 
misunderstanding, for it is but seldom tme that a given agent, alone 
and unaided, is productive. In our illustration of wheat growing, 
we saw that the addition of a fourth unit of bone meal brought an 
additional product of eight-tenths of a bushel of grain. But it would 
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be wrong to say that the extra unit of fertilizer "produced"^ the ad- 
ditional wheat. It had a share in the production, to be sure, but so 
also had the other kinds of capital and the land, labor, and business 
enterprise that were employed in this agricultural project. Just as it 
is impossible in the case of joint supply to determine the separate 
costs of the goods jointly produced, so in production of any kind it 
is impossible to separate the total product into shares and assign 
to each of the agents those units of product which each has pro- 
duced. For the process is, after all, one of joint production, and each 
agent has had a part in producing each unit of the total product. 

What can be done, however, is to ascertain the usefulness of the 
marginal unit of an agent by withdrawing a single unit temporarily 
and noting the loss in total product that results. When we have 
learned the amount of loss caused through the withdrawal of the 
marginal unit of a productive factor we know how much can be 
paid for each units of the factor, and, moreover, how much will be 
paid for it, under conditions of perfect competition. This amount, it 
may be repeated, is determined by general conditions of supply 
and demand. Adding together all payments of this kind made to all 
factors used in producing a good, we get the total costs of produc- 
tion, which, under competition and in the long run, tend to equal 
the price of the good. 

The Individual Enterpriser and Marginal Productivity. It 
must not be supposed that the average enterpriser makes a practice 
of calculating the marginal productivity of land, labor, and capital in 
the detailed manner we have just described, and thus determining 
the rates of rent, wages, and interest he will pay. It is the consensus 
of enterprisers in general, rather than the opinion of any individual 
enterpriser, that decides, in a given market at a given time, how 
much will be paid for a given grade of a productive agent—say, for 
the labor of a skilled mechanic. 

The business man who needs such workers pays the market wage 
for this labor, purchasing the quantity he feels he can use advan- 
tageously at the prevailing wage. That quantity is, under competi- 
tion, the amount which will have a marginal productivity equal to 
the wage that this type of labor is currently commanding. By hiring 
or refusing to hire workers, or by hiring few or many, the individual 
business man registers his judgment that the wage is or is not too 
high, but has himself no appreciable effect upon the situation. How- 
ever, the actions of hundreds or thousands of enterprisers using a 
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given type of productive agent do have an appreciable effect, and 
result in the distribution of the agent throughout the field on the 
basis of opportunity costs, as was described in Chapter 5. 

MARGINAL PRODUCTIVITY UNDER NON-COMPETITIVE CONDITIONS 

Thus far in our discussion of marginal productivity we have as- 
sumed that enteiprisers who sell their products under competitive 
conditions have been dealing with competitive sellers of produc- 
tive agents; and we reached the conclusion that, under these condi- 
tions, the price paid for the use of a given productive agent tends 
to equal the marginal productivity of that agent. 

This conclusion holds good, however, only for strictly competitive 
situations. Our study of price determination showed us that enter- 
prisers who sell their products under conditions of monopoly, partial 
monopoly, or imperfect competition are able to secure a gain which 
would not be available under competition. This gain arises from the 
fact that these non-competitors sell goods at prices higher than their 
costs of production—that is, at prices higher than the sum of the 
amounts they pay to owners of the land, labor, and capital they have 
employed in making these goods. This is just another way of saying 
that these producers (because they have limited their output, and 
thus hampered to some extent the operation of the principle of 
diminishing productivity) have not had to pay the owners of the 
productive agents as much as the full marginal productivity of these 
agents. 

It is evident, then, that the price and the marginal productivity 
of an agent of production do not tend to equality when the agent 
goes into the production of goods sold under conditions of monopoly, 
partial monopoly, or imperfect competition. Nor do price and mar- 
ginal productivity tend to be equal when the productive agent itself 
is sold under any of these three non-competitive conditions.'"^ Indeed, 
the usefulness of marginal productivity as a strict measure of rent, 
wages, and interest is limited to the field of competition. But as an 
approximate measure it has a much wider field of usefulness, as we 
shall hope to make clear in the following four chapters. 


3 This phase of the subject is particularly well treated in J. E. Meade and 
C. J. Hitch, An Introduction to Economic Analysis and PoZicu, New York, Ox- 
ford University Press, 1938, pp. 151-158. 
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26 . Rent 


VVe shall now consider, in turn, the jour agents of production, and 
examine the manner in which the amount paid for the use of each 
agent is determined. We take up, first, the share known as rent, 
which is a payment made for the use of land. Since the supply of land 
is practically fixed, we shall deal chiefly with the demand side of 
rent determination. 

The Nature of Rent 

The Use of Land in Production. In general, the demand for 
land is based upon its usefulness in production. Land may be useful 
in any of several ways. It may possess the characteristics essential to 
the production of agricultural crops; it may be rich in mineral de- 
posits, such as coal, iron, or petroleum; or, by reason of a favorable 
location, it may be suitable for use as a building site. We shall deal 
first and chiefly with the rent of agricultural land, which does not 
differ in nature from rent on building sites, and shall later discuss 
briefly the rent, or royalty, paid for the use of land that is desired 
for the extraction of minerals. 

Let us begin with several assumptions tliat are contrary to fact, 
and, having discovered the causes and nature of rent, proceed to 
examine such conditions as may readily be observed in everyday 
life. Our first assumption is that there are no differences in the qual- 
ity of land (all acres being precisely the same grade) and that it is 
available in unlimited quantities. Land under these conditions can- 
not command a rent, for our hypothesis places it in the category of 
free goods. Certainly no one will pay a price for a good that can be 
had for nothing, as is the case with land that exists in unlimited 
quantities.' 

Rent on Land of Uniform Quality. . But, naiTowing our as- 
sumption slightly, we may suppose that the land is of uniform quality; 
that it is so restricted in area that every acre has come under private 
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ownership; and, furthermore, that it is being cultivated up to, but 
not beyond, the point of diminishing returns. Under circumstances 
such as these, rent need not be paid. But if any part of this land, say 
an acre, should be withheld from use, or if there should appear in 
the market an additional unit of capital and labor seeking profit- 
able employment, the situation would be materially changed. 

Let us suppose that an acre of land is withdrawn from use, though 
an increase in capital and labor would bring about a similar result. 
Land will now be scarce in relation to capital and labor, it will be 
cultivated beyond the point of diminishing returns, and the owners 
of land will be in a position to demand and receive rent. This state- 
ment is based upon the principle of diminishing productivity. In ex- 
plaining the situation, let us make the further assumptions that the 
land is being used for the growing of wheat; that each of the identi- 
cal acres, when cultivated with one unit of capital and labor, yields 
25 bushels of grain; and that ( owing to the workings of diminishing 
returns ) a second unit of these agents added to a single acre would 
raise the total yield of that acre to 45 bushels, increasing its output 
by 20 bushels. 

Rent must now be paid for the use of this land, since the with- 
drawal of an acre from production would reduce the effectiveness 
of the capital and labor that have been employed on this acre. For, 
in order to find profitable employment, this capital and labor would 
now have to be applied to an acre or acres already being cultivated 
up to the point of diminishing returns. Thus employed, the agents 
that have been transferred would suffer a loss in pi*oductivity. 
Whereas they had produced 25 bushels of wheat with the aid of the 
acre of land on which they were originally used, their present pro- 
ductivity, as is indicated by the increased yield of the acre on 
which they are now used, would be but 20 bushels. The withdrawal 
of an acre would involve, therefore, a loss of five bushels. A tenant 
farmer using an acre of this land could afford to pay a rental up to 
the amount of five bushels, and would probably make the payment 
rather than give up the acre. Strictly speaking, it is a matter of in- 
difference to the tenant whether, on the one hand, he retains this 
acre, paying five bushels for its use and having left 20 bushels for 
his labor and capital; or, on the other hand, he uses this labor and 
capital on another acre that he is already cultivating, and gets for 
their use the amount which they add to the total product of that 
acre (namely, 20 bushels). 
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The acre about which we have been talking is the marginal acre 
of landj which may he any one acre of the entire given quantity; and 
the five bushels that would be lost through the withdrawal of the 
acre constitute the marginal product, since they measure the pro- 
ductivity of the marginal acre. But we must remember that it is the 
equilibrium of supply and demand that decides which acre is to 
be the marginal acre, and which consequently decides whether the 
marginal productivity of land is to be great or small. Because this 
is true, it follows (perfect competition being assumed) that the rent 
of land will tend to equal its marginal productivity. Hence, by 
ascertaining the marginal productivity of a given type of land, we 
may leam also the amount of rent it will command However, the 
forces back of the determination of rent are, as we have observed, 
the demand for the land (based upon its marginal productivity) and 
the supply of land (which is practically fixed). 

Rent for Land of Different Grades. But we must give up the 
assumption of land of uniform quality, and consider the phenome- 
non of rent as it manifests itself in the world of reality. Land varies 
greatly in fertility and location. In discussing agricultural land we 
are interested mainly in the fertility of the soil and its suitability in 
producing crops; consequently we omit from our present discussion 
whatever advantage this agricultural land may have in the way of 
a favorable location. In the growing of wheat or other grain, it is 
found that some acres are extremely productive, some are good, 
.some fair, some poor, and still others must be accounted very poor. 
Fig. 49 pictures the situation graphically, with the solid lines in- 
dicating the number of bushels of wheat that could be produced on 
land of different qualities with the use of identical quantities of 
•capital and labor. The broken lines show the effects of additional 
applications of these factors. In each case the quantity of land is a 
single acre, and we are trying to see what the effects would be if 
capital and labor were added (one unit at a time) in units of uni- 
form size which include unvarying proportions of these two agents 
•of production. 

When land of different qualities is available for cultivation, as in 
a newly settled region, it may be expected that the best land will 
be utilized first, and that of inferior quality later. This situation 
arises from the exercise of common sense on the part of the settlers; 
for the acres of best grade will produce, with a given expenditure of 
‘ Capital and labor, a larger product than can be had from less fertile 
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acres. Moreover, the best land will be cultivated intensively up to 
the point of diminishing returns before there is any temptation to 
produce on even slightly inferior land. For up to this point, a unit 
of capital and labor can be used more productively on first-grade 
land than on land of other grades. 

The Effects of Diminishing Returns. In Fig. 49, we assume 
that diminishing returns set in immediately after the application of 



Fig. 49. The Cultivation of Land of Different Grades. 

The diagram shows the principle of diminishing returns at work 
on each grade of land; “intensive” and “extensive” margins; and the 
equalization of “marginal products” of identical units of capital and 
labor when applied to land of different qualities. 

the first unit of capital and labor to each of the several acres of land 
of different grades. The workings of diminishing returns are shown 
graphically through the use of areas marked off with broken lines; 
the progressively smaller additions to total product which result 
from the use of additional units of capital and labor on a single acre 
of land are indicated by progressively smaller areas enclosed by 
broken lines. If one unit of capital and labor were used on an acre 
of first-grade land, the product would be 25 bushels, and further 
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units of capital and labor would increase the total product as follows: 
The second unit would add 20 bushels; the third unit, 15 bushels; the 
fourth unit, 10 bushels; and the fifth unit, 5 bushels. 

But long before a fifth unit of capital and labor was applied to 
the best land, it would doubtless occur to fanners that it might be 
advantageous to call into use some of the less fertile land, instead 
of depending wholly upon the cultivation of a limited quantity of 
first-grade land. We may reasonably assume that, through experi- 
mentation, it has been ascertained that if only two units of capital 
and labor were available they could be used with equally good 
results in two ways. For, as is shown in Fig. 49, both units could be 
applied to an acre of first-grade land, or one unit could be used on 
first-grade land and the other on second-grade land; and in each 
instance the result would be 45 bushels of product. This is true be- 
cause we have assumed in our illustration that a first unit of capital 
and labor applied to second-grade land would be exactly as produc- 
tive as a second unit applied to first-grade land. (In actual practice, 
it might of course be equally productive, more productive, or less 
productive. If it were less productive, the fanner would naturally 
employ this unit of capital and labor as a second unit on first-grade 
land rather than as a first unit on second-grade land,) 

Holding, for the moment, to the assumption that there are but two 
units of capital and labor to be had, we see, by reference to Fig. 49, 
that only one of the two could be utilized in such manner as to bring 
a product of 25 bushels. The second unit, if added to the JBrst and 
applied to the one acre of first-grade land, would bring only 20 
bushels of additional product because this acre would then be cul- 
tivated beyond the point of diminishing returns. And if this second 
unit were used on the acre of second-grade land, it would again bring 
in a product of only 20 bushels, owing to the fact that second-grade 
land Is less fertile than land of first quality. If three units of capital 
and labor, instead of two, were available, it would be most advan- 
tageous to use two units on the best acre and the third on the acre of 
second-grade land. If there were six units of capital and labor, they 
would presumably be disposed of (as shown in Fig. 49) by using 
three units on first-grade, two units on second-grade, and one unit 
on' third-grade land,: 

; Equalization of Marginal Products of Capital and Labor. 
Fig. 49 iridlcates the way in which we might expect fifteen units of 
capital and labor to be utilized on five acres of land of different kinds. 
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It will be noted that the capital and labor would be so applied that 
the final application on each grade of land would bring a return 
exactly equal to the return from the final application on all other 
grades of land. This is necessarily the case, for if a unit of capital 
and labor were less productive in one place than in another, it would 
be shifted promptly to the more favorable position. The result is an 
equalization of marginal products, as was explained in the preceding 
chapter. The last unit of capital and labor to be applied to each grade 
of land may be thought of as a marginal unit, and the extra product 
that is forthcoming because of its use, as the marginal product. In the 
illustration it is shown that the marginal product of a unit of capital 
and labor is five bushels, and that this marginal product is the same 
on all grades of land. 

The Calculation of Rent 

The Marginal Product of Land. But for the present we are 
seeking the marginal product of land, and not of capital and labor. 
Our method is to withdraw one unit (say, an acre) of land from use, 
and note the extent to which production declines. This amount is 
the marginal product of this kind of land, and the value of this prod- 
uct is the share of income which may be secured for its use. We 
shall now undertake to determine the marginal product of third- 
grade land, the productivity of which is indicated in the third column 
of the diagram. To accomplish this result, we must drop the fiction 
tliat there is but one acre of this kind of land in use, and grant the 
existence and utilization of many such acres. Let us suppose that 
there are 1000 acres of third-grade land in use. Every one of these 
acres is being cultivated, of course, just as intensively as every other 
acre. This means that each acre yields 30 bushels of product when 
three units of capital and labor are applied to it. The removal of one 
acre from production might be expected, therefore, to lessen the 
total product by 30 bushels (see the third column of Fig. 49) and so 
it would, if the capital and labor previously used on this acre were 
allowed to lie idle. But they would naturally be employed some- 
where if they could in this way be made to bring in a return. It is 
reasonable to suppose that they would be applied to those acres of 
third-grade land which were still under cultivation, though they 
might instead be applied to other grades of land without affecting 
our argument. 

How productive would they be in this new capacity? The ques- 
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tion cannot be answered with absolute exactness, but we can arrive 
at a figure that is substantially correct. If 1000 acres of third-grade 
land have been cultivated in the past, with a yield of 30 bushels per 
acre, the total product has been 30,000 bushels. If one acre is with- 
drawn, the total drops to 29,970 bushels. But the three units of cap- 
ital and labor formerly used on the acre now withdrawn from use can 
be applied to the remaining 999 acres. The marginal product per 
unit of capital and labor, when apphed on 1000 acres of third-grade 
land, was five bushels. With the same number of units applied to 999 
acres, the cultivation is slightly-but only very slightly-more inten- 
sive. The marginal product would remain, therefore, approximately 
five bushels per unit of capital and labor. Thus the three units that 
have been released would add about 15 bushels to the total product, 
bringing the production for the 999 acres up to 29,985 bushels. 

Hence, the withdrawal of an acre of third-grade land would be 
accompanied by a net loss of 15 bushels. Fifteen bushels, therefore, 
constitute the marginal product of third-grade land, and the value 
of these 15 bushels is the amount that owners of such land could 
exact from tenants in the form of rent. By going through a similar 
process of calculation, it is possible to discover the marginal produc- 
tivity, and consequently the rent, of land of any kind. 

Intensive and Extensive Margins of Cultivation. The dia- 
gram illustrates very well the intensive and extensive cultivation of 
land. More and more units of capital and labor are used on the su- 
perior grades of land, but eventually a point is reached at which the 
cost of the unit of capital and labor is just equal to the value of the 
extra product that results from its use. This point is the “intensive 
margin” of cultivation; and it will be observed that there is an in- 
tensive margin for every grade of land. There is also an “extensive 
margin” of cultivation, but it is to be found on only one grade of 
land— the poorest grade that it pays to bring under cultivation, which 
is that grade on which it is possible to produce just sufficient goods to 
cover the payments that must be made for labor and capital, but 
no more. 

“Marginal” or “No-Rent” Land. The poorest land in use is 
commonly called “marginal” land. It is also known as “no-rent” land 
because it yields so slight a product that it would not be cultivated 
if it could not be obtained rent-free. The product to be had from 
marginal land reimburses the fanner for his expenditure of capital 
and labor, but that is all. Fifth-grade land in Fig. 49 is marginal. 
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or no-rent, land, and its total product per acre is five bushels. The 
diagram shows that a unit of capital and labor, such as is being used 
on fifth-grade land, cannot be obtained for less than the value of 
five bushels. Consequently, an attempt to exact a rental for the use 
of fifth-grade land would be doomed to failure, since it would result 
merely in the withdrawal of capital and labor from such land, and 
its application elsewhere. 

Shifts in the Margins of Cultivation. It should be noted, how- 
ever, that the margins of cultivation, both intensive and extensive, 
may shift as a result of changes in the cost of one or more of the 
productive agents that are being applied to the land, or in the selling 
price of the product. If, for example, capital and labor became ex- 
ceedingly plentiful and therefore very cheap, it might pay farmers 
to use these agents in vastly larger quantities, thus increasing both 
the intensiveness and the extensiveness of cultivation. More units of 
capital and labor would then be employed on each of the better 
grades of land, and land formerly regarded as too poor for cultiva- 
tion would be brought into use. 

An increase in the selling price of the product would have a sim- 
ilar effect. The high prices obtainable for coal and wheat in war 
times almost invariably result in reopening abandoned mines and 
growing wheat on land that was previously thought too unproductive 
for current use. An increase in the costs of capital and labor, or a 
decrease in the selling price of the product, would have an opposite 
effect. Either of these changes would lessen the intensity of cultiva- 
tion on the better grades of land, and would cause the abandonment 
of marginal land which, under the new conditions, could not be 
used profitably and would therefore become sub-marginal— tliat is, 
too poor for current utilization. 

Rent as a Surplus. Another method of determining rent is by 
calculating the productivity of capital and labor on the superior 
grades of land, and comparing the results with the productivity of 
the same capital and labor when used on marginal land. Turning 
again to Fig. 49, we see that five units of capital and labor employed 
on an acre of first-grade land bring a total product of 75 bushels. The 
same amount of capital and labor used on fifth-grade, or marginal, 
land would produce only 25 bushels. The difference, 50 bushels, 
indicates the superior productivity of first-grade land as compared 
with no-rent land. It is a surplus resulting from the use of superior 
land, and represents the amount that can be charged by the owner 
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of first-grade land, in the form of rent, for the use of one of his acres. 
Since the landlord can charge as much as this, he assuredly will not 
charge less; nor can he charge more, for an attempt to do so would 
result in driving tenants from first-grade to marginal land where 
each unit of capital and labor would have a return of five bushels. 

The three units of capital and labor which, in our illustration, are 
used on third-grade land would produce 15 bushels on marginal, or 
no-rent, land. They now produce 30 bushels. The difference, 15 
bushels, is the rental of an acre of third-grade land, when figured as 
a differential surplus which is attributable to its productive superior- 
ity over marginal land. But 15 bushels were also the amount of rent 
that we arrived at when we computed the marginal product of third- 
grade land. The result, then, is the same, whichever method of calcu- 
lation is employed. 

Agricultural Land, Building Sites, Mineral Land. In dealing 
with agricultural land, we have naturally emphasized the fertility 
of the soil as being chiefly responsible for the productivity of the 
land, and consequently for the rent that can be had for its use. But 
the location of land is not without significance even in the case of 
agricultui*al areas, and location is of prime important in rendering 
urban land “productive.” The part played by location in affecting 
the rent of farming land may be seen by comparing the rental of a 
truck farm near a great city, such as New York or Philadelphia, with 
that of a similar piece of land in a region remote from dense popu- 
lation. The ability to get the “truck” to the consumer promptly and 
cheaply may sometimes be quite as important as an unusual yield 
per acre. 

But in the case of urban land, fertility counts for little or nothing, 
and location is all-important. Of course, if the land is to be used for 
residences, certain qualities of the land (such as elevation, slope, 
and natural beauty) may be considered. These items, indeed, will be 
charged for by the landlord. But they are less vital, in determining 
the rent of residential sites, than the social and economic standing 
of the neighbors; the proximity to schools, churches, theaters, and 
other social centers; and adequate transportation facilities. These 
matters, it will be observed, relate to location and not to the quality 
of the land itself. 

Location is of even greater significance when land is to be used 
for business piuposes. A theatrical manager wants his playhouse to 
be in a tlieatrical district; a manufacturer often selects a building 
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site because it is near raw materials and labor supply; and a mer- 
chant builds his store, if possible, on a plot of land that is passed by 
thousands of persons daily. The Wanamaker store in Philadelphia, 
for example, stands on a piece of land which is said to be valued at 
some $25,000,000. This high valuation, and the high rent that must 
be paid for the use of this lot, are not attributable to any natural 
qualities of the land, but are due to the excellence of its location for 
purposes of merchandising, and to the scarcity of land so admirably 
situated. 

Rent paid for the use of mining land is usually called 'royalty,’' 
and is in reality a payment made for the natural product that is ex- 
tracted and will never be returned to the land. This is quite a differ- 
ent thing from the use of land for farming and building puiposes, 
for the tenant farmer is expected to maintain the fertility of the soil 
year after year, and the use of a plot of ground as a building site does 
not wear out the land. The mine operator, however, is continually 
removing from the land a valuable commodity, with the result tliat 
its usefulness as mineral land will eventually be wholly destroyed. 
The farmer and manufacturer pay a rent of so much per acre or front 
foot, but the mining enterpriser pays a royalty of so much per ton of 
coal or barrel of petroleum taken from the ground. Indeed, he may 
be said to be actually buying the coal mine or oil field by slow 
degrees, since it will cease to have value as mineral land once he has 
brought to the surface the coal or oil for which he is paying a rent, 
or royalty. 

Productivity, the Source of All Land Income. In one very im- 
portant particular, the payments made for these three kinds of land 
are identical. That is, these payments represent, in each instance, the 
marginal productivity of the land for the use of which they are made; 
and they are high or low, depending upon whether the marginal pro- 
ductivity of the land under consideration is great or small. Farms that 
are unusually fertile command a high rent; building sites that are wel 
located are paid for at fancy prices; and mines that contain high- 
grade ores bring in to their owners large royalties from those who 
are anxious to exploit these mineral resources. 

We insisted in the preceding chapter that the price paid for the 
use of a productive agent, like that paid for an economic good of 
any kind, is determined by the general conditions of supply and 
demand. In our discussion of rent we have had little to say about 
supply, but have dealt chiefly with demand, as it is affected by 
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jBarginal productivity. There has been slight need to emphasize sup- 
ply in analyzing the rent of land, since, in a practical sense, the 
quantity of any given kind of land is fixed. Though rent is paid 
only because of the productivity of land and though (if we assume 
perfect competition) the rent of a particular type of land cannot, 
in the long run, be higher or lower than its marginal productivity, 
it is not quite correct to say that marginal productivity determines 
the rent that will be paid. For marginal productivity itself depends 
upon the quantity of land that is available, being high if land is 
scarce and low if it is plentiful. The truth is that the supply of and 
demand for land of this kind determine its rent, with marginal pro- 
ductivity exerting a powerful influence on the demand side of the 
problem. Supply, being fixed, does not here play so active a part 
as it does in the determination of wages and interest. 

Rent as an Example of Pbice Determination 

Let us now examine rent as a problem in price determination. 
Considering first the determination of rent in the short run, we note 
that the condition is the special type of short-run supply that is 
known as fixed supply. For not only is the quantity of land incapable 
of increase, but it cannot be decreased, except in the sense that it 
may be rented-either to oneself or to another, yielding in the first 
case “implicit” and in the second “exphcit” rent, as we shall observe 
presently. The point to be emphasized here is that, as always in the 
case of fixed supply, the total stock will be disposed of— at a high 
price if possible, but at a low price if necessary. The stock of land 
is supposed, of course, to be in the hands of many owners, so that 
the condition is one of competition. 

If we assume that there are 5 million acres of a particular kind of 
land, we may draw a supply cuiwe, as in Fig. 50, showing that it 
will be rented at whatever price is obtainable. SS is such a supply 
curve- DD is the demand curve for land of this kind, and, like all 
demand curves, it pictures a series of quantities which would be 
taken at a corresponding series of prices. Land may be wanted for 
purposes of consumption (as when it is to be used for residences, 
private grounds, and so on) or for purposes of production (as in 
agriculture, manufacturing, and merchandising). In the present 
chapter we have studied the significance of the marginal produc- 
tivity of land as measuring the maximum amount a productive renter 
would pay for its use. In any event, the demand curve includes aU 
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bids of all persons interested in gaming possession of the land, 
whether for use in production or in consumption. The equilibrium 
of supply and demand at the point P indicates the price, or the rent, 
of this kind of land under the assumed conditions. As is shown in Fig. 
50, the rent would be $15 per acre for the grade of land used in our 
illustration. 

If the condition were one of monopoly instead of competition, it 
is conceivable that the owner of the land would gain more by rent- 
ing a part only of his total holdings, allowing the remainder to go 
idle. This situation would be comparable, of course, to a monopolist 
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The Determination of Bent for a Particular Kino of 
Land Under Competitive Conditions. 

The stock constitutes a fixed supply (S), and the rent is determined 
by the relationship between supply and demand (DD). 

destroying a part of his stock of a commodity in order to secure a 
larger total return than could be had from the sale of the entire 
stock. In our illustration it appears that the monopolist would lose 
rather than gain by this action, so that he would presumably rent 
all of the land; but his course of action in this respect would be dic- 
tated by the demand schedule for land of this kind. If, for example, 
the demand schedule showed that renters would be willing to take 
4 million acres at $20 per acre, the monopolistic owner would doubt- 
less withhold I million acres from use, and thus reap a monopoly 
profit of five million dollars. 
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There is nothing resembling costs of production in our determina- 
tion of rent, since land, by definition, consists of natural resources 
created without the aid of labor. Since the quantity of land will re- 
main fixed, the supply curve will not change with the passage of 
years, and in the case of the land which we are considering will 
always be the curve that is shown in Fig. 50. Indeed, the most we 
can say about rent in the long run is that it may be expected to vary 
directly with changes in the demand for land. An expanding popu- 
lation is likely to bring about an increase in the demand for land 
as the years roll by. Consequently, the price of our hypothetical 
gi*ade of land would probably experience an increase decade by 
decade, and possibly even year by year. This increase, which would 
be dependent upon an increase in demand, may be indicated by 
drawing a new demand curve, D'D'. There is also a possibility, of 
course, that demand will decrease, as shown by the curve D"D", in 
which case the price paid for the use of this land would likewise de- 
crease. 


Attitudes Towabd Rent 

Two Concepts of Rent. We have defined rent as a payment 
made for the use of the land, and have had in mind constantly the 
fact that land, from the economist’s point of view, consists of nat- 
ural resources that have been created without the aid of labor. 

It is difficult, however, to find any land in use on which man has 
not made some improvements. Building sites have obviously been 
improved, in the economic sense, when houses, stores, or factories 
have been erected. A piece of agricultural land likewise is almost 
always improved in a way which makes it hard to distinguish, land 
from capital; for agricultural land is usually fenced, it is sometimes 
drained or irrigated, and its usefulness is frequently dependent in 
part upon the constniction of a house and bam. When a farm of 
this kind is leased to a tenant, just how much of the return that 
goes to the landlord can properly be termed rent? The answer de- 
pends upon whether one is viewing the situation as a business man 
or an economist. ■ ■ 

From the business man s point of view, the whole return would 
be regarded as rent, for he thinks of the entire farm as an invest- 
ment bringing him an annual income. But the economist finds it 
desirable, though sometimes difficult, to separate the return at- 
tributable to the improvements from that which results from the 
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productivity of land in the narrower economic sense* The latter he 
calls rent; the former is interest, since it is a payment made for 
the use of savings, which in this instance have been put into capital. 
It is not always feasible to draw a sharp line of demarcation be- 
tween land and capital, but it is usually possible to estimate ap- 
proximately how much of the total income from improved land 
should be credited to the capital investment; and once this is known 
it is an easy matter, of course, to figure how much should go to 
the owner of land, since this amount is the dijfference between the 
total income and the portion that must be paid in the form of 
interest. 

DifiEerences Between Land and Capital* There is no need, in 
a book of this kind, to dwell at length upon the differences between 
land and capital. But it will be worth our while to note two im- 
portant points of difference. In the first place, land is, for all prac- 
tical purposes, fixed in quantity, whereas the amount of capital may 
be greatly increased. The area of usable land is, it is tme, added 
to slightly from time to time by drainage, inlgation, the building 
of dikes, and similar projects. The increase, however, is quantita- 
tively of relatively little importance; moreover, this 'made land” 
does not conform strictly to our definition of land. But the capital 
of the world increases by leaps and bounds. The growth of popula- 
tion creates new and larger demands for land, and, since the 
quantity available remains fixed, the price (or rent) mounts rapidly. 
The demand for capital also increases with the expansion of popula- 
tion, but the supply of capital may keep pace with the demand, and 
as a consequence the price paid for its use (interest) changes only 
little. 

The second distinction between these two productive agents has 
to do with the fact that, if society so decreed, the payment of rent 
to individual landlords could be abolished without affecting in the 
slightest the amount of land available for production; the abolition 
of interest, however, would reduce the accumulation of capital and 
thus interfere with society’s output of goods. If, for example, the 
people of a country should decide to appropriate ail land rent 
through a system of taxation, there is no reason to suppose that the 
land would not continue to be used as in the past But if interest 
were not paid to owners of capital, consumption would increase and 
savings would fall off, and as a result the industrial machine would 
presently be inadequately equipped. We shall discuss in a later 
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chapter the usefulness of interest in encouraging the building up of 
a large quantity of capital. 

Explicit and Implicit Rent. Nothing has been said thus far, 
in our discussion of rent, about the landowner who does not lease 
his land to another but uses it himself. It is correct, in a case of this 
kind, to say that the land yields a rent; but this is known as implicit 
rent, whereas we have been talking chiefly about explicit rent. 
Explicit rent is that paid by a tenant to a landlord. It is paid because 
of the productivity of land which the owner permits the tenant to 
use. The amount paid for the use of a piece of land is a measure 
of the usefulness, or productivity, of the land. But this land, if used 
by the owner himself, would still be useful. If it is agricultural 
land, then the productivity which the owner, as a farmer, enjoys 
through use of the land, he as a farmer should pay to himself as 
landlord. The actual payment may not take place, and yet in a situa- 
tion of this kind rent exists just as truly as under a landlord-tenant 
arrangement. Therefore, the owner of land who uses his land him- 
self receives rent-in this case implicit rent; the landlord who leases 
his land to a tenant receives rent, which is called explicit rent. 

The Value of Land. It is often desirable, for pui’poses of sale 
ox taxation, to know the value of a piece of land. Land is wanted, of 
course, for the income it brings to its owner. This income is readily 
determined if it takes the form of explicit rent, for then it consists 
of the money payment made by the tenant to the landlord. And if 
the owner is using his land himself, the rent may be ascertained by 
compai-ing his land with similar land on which explicit rent is being 
collected. When the amount of rent is known, the value, or price, 
of the land may easily be calculated by “capitalizing” the rent at 
the prevailing rate of interest. 

If, for example, the interest rate is 5 per cent and a piece of laird 
is renting for $1000 a year, its value must be twenty times $1000, 
or $20,000. If $20,000 were lent out at 5 per cent interest, the re- 
turn would be $1000 a year. Hence, any commodity, such as a piece 
of land, that brings in a yearly income of $1000 is worth $20,000 
when the interest rate is 5 per cent. If the rate were only 4 per 
cent, the value of a piece of land yielding $1000 a year would be 
$25,000; and if the interest rate were 10 per cent, its value would 
be only $10,000. The value of land, then, depends upon the income 
which it will bring to its owner, instead of determining, as some 


508 FUNDAMENTALS OF ECONOMICS 

persons think, the amount of rent the owner is able to exact from 
a person using the land. 


Rent is a payment made for the use of land. 

Marginal land, or no-rent land, is land upon which can be pro- 
duced goods that have a value just suflScient to cover the necessary 
payments for labor and capital used in their production. 


1. Define ‘rent.^’ 

2. Distinguish between the intensive and extensive margins of cultiva- 
tion in the use of land. 

8. How do you account for the equalization of 'marginal products'' of 
identical units of capital and labor when applied to land of diflEerent 
qualities, as illustrated in Fig. 49? 

4. What are the qualities which make agricultural land particularly pro- 
ductive, and what qualities are especially important in the case of 
building sites? 

5. How does the royalty paid for the use of mineral land differ from 
rent paid for the use of agricultural land? 

6. Distinguish between the business man s and the economist's concepts 
of rent. 

7. In what important respects, so far as distribution is concerned, does 
land differ from capital? 

8. Distinguish between implicit rent and explicit rent. 

9. How may a landowner calculate the value of land if he knows the 
amount that can be secured for its use? 

References for Further Reading 
See list of references at the end of Chapter 29. 


27 . Wages 



J^^^ges are a payment made for the use of labor. We have de- 
fined labor as human energy expended for the purpose of acquiring 
income. Whether the labor is of high or low quality, whether it is 
very scarce or fairly plentiful, and whether it brings in a large or 
small income, it is still labor if it meets the requirements of this 
definition. 

Money Wages and Real Wages. We have already discussed 
the difference betv^een money income and real income, noting that 
money income consists of the number of dollars, or other monetary 
units, that one receives over a period of time, while real income is 
made up of the commodities and services one is enabled to enjoy 
through the expenditure of money income. The distinction between 
money wages and real wages is very similar. Money wages are a 
form of money income, and are a money payment made for the use 
of labor; real wages are the economic goods the workers secure 
when they spend their money wages. 

Real wages, of course, are vastly more important to the worker 
than money wages. The latter are sometimes very deceptive. For 
money wages may seem to be high until translated into real wages 
through the purchase of commodities and services, when it may be 
discovered that in reality they are very low, because the purchas- 
ing power of money has been greatly reduced by a rise in the price 
level. On the other hand, real wages may be higher than is sug- 
gested by the size of the money wage, because prices in general are 
unusually low. 

It is important, in considering wage data, to give attention to 
actual earnings and not merely to wage rates. Moreover, the earn- 
ings should relate to more than a few weeks, or even months, if 
one is to get an accurate idea of the adequacy of wages in seasonal 
occupations, such as mining, in which there are sometimes weeks 
or months of enforced idleness every year. The rates per hour, per 
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day, or per unit of product do not in such instances tell the whole 
story. But if money wages actually earned over a fairly long period 
(say, a year) are known, and an index number of purchasing power 
is available, it is possible to interpret wages in teiins of commod- 
ities and services, and in this way to ascertain whether the wage 
earner s standard of living is rising or falling. The use of actual 
earnings makes it possible, moreover, to compare the economic 
status of workers in one occupation with that of workers in other 
occupations. When, therefore, we speak of wages, we shall have in 
mind the average yearly real wages of labor. 

The Determination of Wages 

Wages Under Simple Conditions of Production. Labor is 
used at times in combination with very small quantities of land and 
capital; and, again, with large amounts of these agents. The im- 
portance of labor as a factor of production is most apparent when it 
is seen at work on free land, operating with little or no capital. Let 
us consider the productivity and the wages of laborers engaged in 
gathering wild berries, catching fish, trapping small game, or mak- 
ing crude pottery. These activities might easily be conducted on 
free land, some few miles distant from a settled community or rail- 
way junction, at which point purchasers for the goods could be 
found. Under these conditions, the workers would have no rent to 
pay. Moreover, the expense for fishing tackle, traps, and similar 
equipment would be so slight that it would cut a small figure, and 
it may therefore safely be disregarded in the present discussion. 

In circumstances such as these, whatever the producer of these 
goods could secure for his commodities in the way of price would 
go to him alone; and this amount, whether large or small, would 
consist only of wages, for there would be no payment to be made 
for the use of land, and the cost of the capital used, per unit of 
salable commodity, would be infinitesimal. In the economic sense, 
commodities produced in so simple a manner would be the product 
of labor alone, and the amount they commanded when sold would 
measure the productive importance of that labor. This amount (and 
this is tme of the price paid for any kind of consumers’ goods) 
would measure also the utility or desiredness of the marginal unit 
of the good to the marginal purchaser. 

Under these conditions, it would be difficult to disprove the state- 
ment that the laborer receives for his efforts the full value of the 
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economic importance of his labor. But the size of his reward for this 
labor would not necessarily bear any relation to the amount of 
energy exerted. Payment would be made not on the basis of effort 
expended, but on the basis of the supply of and demand for the 
product. With no need to pay any productive agent except labor, 
the quantity of a commodity would be limited only by the unpleas- 
antness or disutility of expending effort in production. The demand 
for the commodity would depend upon its utility. The price of the 
good would be determined by an equilibrium between ( 1 ) the sup- 
ply of the good, as limited by the disutility of the labor required in 
its production, and (2) the demand for the good, as affected by the 
utility (or desiredness) of the good and by purchasing power. This 
amount, under the conditions outlined above, would go to labor. 

It is worth while in this connection to emphasize the fact that if 
the withdrawal of a unit of labor results in the loss of economic 
goods which are much desired, the importance of that labor will be 
reckoned at a high rate, and a large payment will be made to avoid 
its withdrawal from production. Contrariwise, only a small payment 
will be made for the use of a unit of labor, the withdrawal of which 
means the loss of goods that are not highly valued. When, then, ber- 
ries and fish are off ered in such large quantities that the price is low, 
the economic importance of the laborers producing them will be 
small. Since the total payments received for these simply produced 
commodities go to labor in the form of wages, it can easily be seen 
that the woi*ker receives high wages when his labor results in goods 
that are very scarce and much wanted, whereas he can command 
only low wages when the goods he is producing are quite plentiful 
in relation to the demand. 

Wages Under More Usual Conditions of Production. Con- 
ditions of production are usually much more complicated than has 
been suggested in the illustration we have just used. Actual ex- 
amples of production in which the total product goes to laborers in 
the form of wages are to be found ordinarily only in sparsely settled 
areas where primitive methods of production are still current. For 
a dense population means almost certainly a charge for the use of 
land; and production, unless it is of a primitive, direct type, requires 
the use of capital, and this in turn is not to- be had without payment. 

Table 36 gives some hypothetical figures which serve to show 
how wages are measured in an economic society in which rent is 


512 FUNDAMENTALS OF ECONOMICS 

charged for the use of land. The problem of interest will be re- 
served for discussion in the following chapter. 

In this table we assume that the amount of capital used is small, 
and that the little which is needed is supplied by the laborer him- 
self. A farm laborer, for example, might be expected to provide 
himself with a hoe with which to do a part of his work, though 
some units of labor would probably be employed without the use 
of any capital whatsoever. If potatoes are being grown, one unit of 
labor (a days work of a given grade) with a hoe might suffice, so 
far as capital is concerned. If a second unit of labor is used, it 


Table 36. Total Ceop and Marginal Prodvot op Labor 

(Varying quantities of labor are used on one-acre plots of land 
of three different grades) 


Units of 
Labor 
(in days 
of work) 

1 

First-Grade Land 

Second-Grade Land 

! 

Third-Grade Land 

Total 

Product 

(bu.) 

Marginal 

Product 

(bu.) 

Total 

Product 

(bu.) 

Marginal 

i^roduct 

(bu.) 

Total 

Product 

^ (bu.) 

Marginal 

Product 

(bu.) 

1 

25 


20 


15 


S, 

45 

20 

35 

15 

25 

10 

3 

60 

15 

45 

10 

30 

5 

4 

70 

10 

50 

5 



5 

j 

75 

5 






could consist of unaided hand work, such as weed-pulling. A third 
unit might be expended in picking stones, a fourth in killing potato 
bugs, and a fifth in a second hand-weeding later in the season. 
Capital therefore plays so small a part in the present example that 
we shall not consider it at all, but shall take it for granted that the 
only payments to be made are for the use of land and labor. All of 
our labor units, of course, are exactly alike, each consisting of a 
day's work of a given grade. 

Because of the workings of diminishing returns, the productive 
importance of labor is less when many units of labor are used with 
a given quantity of land (or capital) than when few are used. The 
productive importance of a unit may be determined at any time by 
removing one unit temporarily, noting the loss in total product 
that results, and ascertaining the value of the amount lost The 
illustration in Table S6 suggests that land is so scarce that it is cul* 
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tivated intensively, with considerable labor employed on each acre. 
The greater the number of labor units used (if the other produc- 
tive agents remain unchanged in quantity), the smaller will be the 
marginal product of labor. Under competition, labor will continue 
to be applied up to the point at which its cost is equal to the value 
of its marginal product. 

Quality and Productivity, The table shows clearly that a 
small marginal product does not necessarily result from inferiority 
of the labor unit. In many cases, it is attributable rather to the in- 
feriority or scarcity of the other factors of production. A third unit 
of labor expended on first-grade land would have, according to our 
table, a marginal product of 15 bushels; but if a third unit were used 
on second-grade land its marginal product would be only 10 
bushels; and if applied to third-grade land it would have a marginal 
product of but 5 bushels. In each of these three instances the labor 
units are identical, but in the case of second-grade and third-grade 
land they would have inferior productive agents to work with, and 
consequently their marginal product would be small. The effect 
would be similar if, in a manufacturing enterprise, the capital used 
(machinery and tools) differed in quality; for those labor units that 
were compelled to work with poor capital would be less produc- 
tive than those coupled with high-grade modem capital. 

Scarcity and Productivity. Moreover, if land and capital were 
uniform in quality and of very high grade, but were so limited in 
quantity that they had to be used sparingly, while at the same time 
labor was available in large quantities, the marginal product of 
labor would be smaller when many units of labor were used than 
when few were used. We see, then, that when the quantity of labor 
of a given kind is large in relation to the quantities of the other 
factors, labor has but a small marginal product. In Table 36 the 
marginal product of labor is only 5 bushels because labor is so plen- 
tiful, there being twelve units available for use on these three acres 
of land. If there were only nine units of labor to be had, the mar- 
ginal product of labor would be 10 bushels, though the labor would 
not be of any better quality than when it had a marginal product 
of 5 bushels. It is evident, then, that the quantity of labor affects 
greatly the wage each unit can command, since labors marginal 
product depends largely upon the quantity of labor available for 
use if the cjuantities of the other agents of production remain un- 
changed. 
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Uniformity and DiiBEerences in Wages. The productivity of 
the last unit of labor to be employed measures its remuneration, and 
all labor units of this type and grade will receive the same wage, in 
accordance with the Law of One Price. The equalization of the 
marginal product of a given grade of labor throughout the entire 
market is shown in the ‘'Marginal Product’" columns of Table 36, 
and also in Fig. 49 (though the marginal product in this diagram is 
not that of labor alone, but of labor and capital combined). 

There are many types and grades of labor, as there are many 
kinds of land, and it is often possible to find numerous types of 
labor at work at one time on the making of a single commodity. In 
a modem manufacturing plant, such as a clothing factory, there are 
dozens of kinds of workers, and probably almost as many different 
wage rates. In a later section of the present chapter we shall discuss 
differences in wages from the point of view of the supply of the 
various types and grades of labor. For the present, we may repeat 
the observation that the wage paid for a unit of labor, of whatever 
type or grade, tends under competition to approximate the full 
value of the marginal product of such labor in the long mn; and 
that the marginal product may be ascertained by withdrawing from 
production a single unit of the labor in question and finding out 
how much of the total product is lost through its removal. 

The ‘'Current Rate” of Wages. It would not be correct to 
assume that this is the way the individual business man detemines 
the wages of his workers. He does not. Instead, as we have already 
suggested, he pays the current rates of wages for labor of various 
kinds— rates that are determined by conditions of supply and de- 
mand as they relate to each of the many kinds of labor used in in- 
dustry. But these current rates represent also the estimates of busi- 
ness men in general as to the marginal productivity (or “worth in 
production”) of labor. We saw in Chapter 25 that it pays the enter- 
priser to employ a productive agent up to the point at which the 
value of the additional product resulting from the use of a unit of 
the agent is just sufficient to cover the cost of the unit. Consequently, 
business men are continually experimenting and estimating, trying 
out various combinations of various agents. Thus they learn a great 
deal about the marginal productivity of the several agents, and by 
their competitive bidding they establish rates of wages which may 
be said to approximate the estimated value of labors marginal 
product. 
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Competition in Wage Determination. We are not arguing 
Aat an enterpriser would be unwilling to pay less for labor than the 
full value of its marginal product. But free competition among em- 
ployeis tends to make it impossible for him to do so. If the value 
of the marginal product of a unit of labor is $1.00, an employer 
would doubtless be delighted to pay only 80 cents in wages and 
reap 20 cents in additional gain. But in a situation such as this, some 

e r’ margin of gain and considering 

that 15 cents of gain is better than none at aU, will almost certainly 
ofier a higher wage, say, 85 cents, and still another will bid 90 
cents, and so on until this margin of gain is wholly, or at least virtu- 
aUy, wiped out. So long as an enterpriser can gain anything at all 
by taking on addhional workers, it is reasonable to suppose that he 
will do so. This is particularly true in an industrial era in which 
small unit profits and a large volume of business are the watchword 
of many enteiprisers. 

Supply and Demand in Wage Determination. We have 
surely said enough to indicate that the demand for labor is closely 
related to the marginal productivity of labor. Labor is wanted by 
enterprisers because it is productive, and under competition wages 
cannot in the long run be far above or far below the value of the 
marginal product. But the marginal productivity of labor, like that 
oi land, depends upon the equilibrium of supply and demand, for 
the maiginal productivity, and the wage, of a certain kind of labor 
will be low if that kind is very plentiful; and the marginal produc- 
tivity and wage will be high if the labor is very scarce. 

The quantity of labor of a given type is not fixed, as the quantity 
of land is fixed. That is to say, the quantity of land is permanently 
fixed (except for quite unimportant changes), but the quantity of 
labor may be increased or decreased over a considerable period of 
time. It does take considerable time, however, to effect an appre- 
ciable change in the labor supply. The quantity of labor in general 
depends upon the size of the population. The quantity of labor of 
a particular kind depends upon the number of persons able and 
willing to perform the required work. This number, in turn, is af- 
fected by native ability, the cost of training, the mobility of labor, 
and several other factors wliich we shall examine later in the present 
chapter. 

The Subsistence Theory of Wages. We wish at this point to 
deal with an important influence upon the supply of labor, namely, 
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the insistence by workers of a given kind upon an established stand- 
ard of living, or even upon a rising standard. Since labor cannot be 
had without provision being made for the maintenance of human 
beings, there are certain minimum expenses for food, clothing, and 
shelter which must be met if a supply of labor is to be available. 
According to a theory of wages known as the Subsistence Theory, 
which was once popular among economists, wages tend to be fixed 
at that figure which will provide the worker with a bare subsistence 
for himself and his dependents. The presumption is that if the wage 
is more than sufficient for subsistence, workers will have larger fam- 
ilies, the quantity of labor will be increased, the marginal produc- 
tivity of labor will decline, and wages, as a consequence, will fall 
until they are again at the subsistence level. 

The Influence of Established Standards of Living. An ex- 
amination of present-day wages shows that the theoiy that subsis- 
tence regulates the supply of labor is unsound. Not only do workers 
in a great many instances command wages that provide for them- 
selves and their families much more than a minimum of the neces- 
sities of life, but there is good reason to believe that the size of the 
family is often deliberately regulated in order that a particular 
standard of living may be maintained. Once a family has become 
accustomed to a certain standard, it is likely either to hold tena- 
ciously to that standard or to attempt to raise it to a still higher 
level. 

A Summary of Wage Determination. It appears clear, there- 
fore, that standards of living do a great deal to affect wages in the 
long run, through their influence upon population and hence upon 
the quantity of labor. This fact does not in any way invalidate our 
statement that the demand for labor is based upon marginal pro- 
ductivity. The truth is, of course, that both the supply of labor and 
the demand for labor are responsible for detennining the wages in 
a particular occupation. 

The standard of living is simply one of several factors which affect 
the supply of labor and consequently affect wages. Insistence upon 
a certain standard of living limits the size of the population, and this 
and other factors affect the quantity of a given kind of labor. On the 
side of demand, marginal productivity is of the utmost importance, 
since the value of the marginal product limits the amount enter- 
prisers can ‘pay for labor. Thus, the economic importance of a unit 
of labor is measured by the marginal productivity of that type of 


WAGES 


517 


labor; and marginal productivity, as we have seen, is high or low, 
depending upon the quantity of labor. While it is true that enter- 
prisers cannot afford to pay more for labor than the value of the 
marginal product, it is equally true that competition among enter- 
prisers for the services of workers tends to keep the wage up to ap- 
proximately this amount. In the absence of strict competition, mar- 
ginal productivity will still measure the maximum that enterprisers 
will pay, while the minimum that workers can accept (and might 
conceivably be forced to accept) will be a bare subsistence wage. 
It is evident, then, that wages might be much lower than marginal 
productivity under non-competitive conditions. 

Wages as an Example of Price Determination 

Wages, like rent, may be treated as a piublem in price determina- 
tion. In Fig. 51 we have a demand curve, DD, indicating the quan- 
tities of labor that employers would hire at various prices; and a 
supply curve, SS, showing the quantities of labor that workers 
would provide at the several prices. Of the demand curve, we need 
say nothing further than that it is based upon the marginal produc- 
tivity of labor of the particular type that is being considered. The 
supply cui*ve indicates that the condition is almost, but not quite, 
one of fixed supply. Labor is a perishable good, in the sense that 
it must be used day by day or be wasted; that is to say, it cannot, 
like material goods, be stored up over a period of time and then 
sold in large quantity. Since most workers are anxious to make the 
most of the one thing they have for sale— labor— and since, more- 
over, but few can afford to be idle for any appreciable period of 
time when work is available, we are not far from the truth in sug- 
gesting that most labor will sell at whatever price can be had for 
it, provided only the price is not ridiculously low. If, however, the 
figure is substantially lower than the wage that has recently been 
paid, and to which the workers have become accustomed, some of 
the workers may decide to hold out for the customary wage and 
refuse to work unless it is forthcoming. 

In Fig. 51 we have suggested that 24,000 workers would, if neces- 
sary, sell their services for as little as 50 cents a day per worker, 
and that the total number of workers of this kind, 26,000, would go 
to work if the wage went as high as $5.00 a day. The figures are 
hypothetical, of course, but it is certainly accurate to say that a 
large percentage of the workers of a given kind would work even at 
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very low wages, that the number would increase if the wage were 
somewhat higher, and would be still further enlarged if an unusu- 
ally high wage were offered. For while there are many workers who 
must accept jobs at whatever wages they can get, there axe others 
who consider themselves "semi-retired” but cannot resist the lure 
of what seem to them to be exceptional wages, and still others who 
might be drawn from other walks of life by wages that were phe- 
nomenally high, as was the case in some occupations during World 
War IL 



(Workers ia thousands) 

Fig. 51. The Determination of Wages for a Particular Kind of 
Labor Under Short-Run Competitive Conditions. 

We have been dealing, of course, with wages in the short run. 
Of wages in the long run, there is not much of a definite nature to 
be said, It is probably true that some families would be larger, and 
consequently the total quantity of labor would be greater, if wages 
over a long period of time where high than if they were low. But 
it would be inconrect to say that there is a direct relationship be- 
tween wages and the size of families, in the sense that the prospect 
of high wages leads parents to have many children in order to se- 
cure diese high wages. On the other hand, as we have already said, 
the size of families is sometimes limited to the number parents 
feel they can rear properly with the income that is available, and 
to the number, moreover, that can probably find sufiBciently re- 
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munerative employment when the time comes for them to earn their 

own living. 

What we have in mind, of course, is that the “production” of 
human bemgs (from whom we get our stock of labor) is so far from 
being strictly a money-making matter that we have no assurance 
that, in the long run, the payment of high wages throughout our 
economic society will have the effect of increasing the birth rate and 
consequently the number of workers. And if this is true of wages 
in general, it is equally trae of wages in a given occupation. Indeed, 
the factors which influence the quantity of labor in the long run are 
so many, and are so largely incalculable, that economists have not 
been able to work out a satisfactory theory of long-run labor supply. 

Differences in Wages 


We may now note some variations in wages between workers of 
the same type in different countries, and between those engaging 
in different occupations in the same geographical area. 

Wages in Different Countries. There does not appear to be 
any tendency toward a general level of wages, in the sense of an 
equalization in the wages paid to those engaged in different occu- 
pations. For reasons which we shall discuss presently, wages in 
some occupations are low and those in others are high; and there 
is some evidence that these wage differences are increasing rather 
than diminishing. However, there is such a thing as a wage level in 
one region being higher than the wage level of another region. For ex- 
ample, real wages are considerably higher in the United States than 
in England. This does not mean that the worst-paid workers in 
this country have larger incomes than the best-paid in England, but 
it does mean that, trade for trade, American labor enjoys higher real 
wages than British labor. 

In both instances the wages tend to approximate the marginal 
productivity of labor. But the greater marginal productivity of 
Ameiican labor, it must be remembered, is not necessarily an indi- 
cation of greater ability or a larger expenditure of energy on the 
part of the workers of this country. It merely means that, conditions 
being what they are, the withdrawal of an American laborer from 
production brings a greater economic loss than the withdrawal of 
a Bi itish laboi er engaged in a similar line of work.^ In general, when 

1 Some specific reasons for wage differences of this kind are mentioned in 
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there is a great abundance of land and capital that can be com- 
bined with each available unit of labor, wages will be high; when 
labor is plentiful, and land and capital are relatively scarce, wages 
will be low. This statement provides the chief explanation of Amer- 
ica's superiority in wages. 

Competition Among Laborers in Different _ Regions. Since 
wages in general are higher in the United States than in other coun- 
tries, we might expect to find a continuous stream of workers leav- 
ing those, countries and migrating to America to take advantage of 
the greater economic opportunities that this newer region has to 
offer. Our statistics of immigration show that a movement of this 
kind has been very common. In each of a number of years, more 
than a million immigrants have come annually to this country, and 
this influx has doubtless done something in the way of equalizing 
wages between this and other countries. 

But there are obstacles to mobility of labor, and therefore to com- 
petition among workers of different countiies. One barrier to immi- 
gration into the United States is the stringent legislation that has 
been adopted in recent years, by reason of which the total number 
of immigrants admitted annually by quota to this country from 
the eastern hemisphere is now limited to 150,000. This is a way of 
lessening competition and thus establishing a relatively permanent 
difference between wages in this country and other countries. But 
in addition to this form of interference with world competition 
among wage earners, there are other forces that tend to keep human 
beings in those parts of the world in which they have been born 
and reared. Among the detenrents to mobility of labor are the love 
of native land, the disinclination to leave relatives and friends, the 
cost involved in moving oneself and family to a distant country, 
and the element of uncertainty that "makes us rather bear those 
ills we have than fly to others that we know not of." 

Even within a single country, such as the United States, there is 
much less movement on the part of labor than one might expect to 
see; and as a consequence there are sometimes very considerable 
differences between wages in the same trades in two or more states. 
For example, the wage rate for carpenters, in Atlanta, some years 
ago, was 80 cents an hour; in Boston, $1.25; and in New York City, 
$1.50.^ But it must always be remembered, in comparing money 

^The shortage of labor during and immediately following World War II 
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wages, that the cost of living also varies as between cities; and, 
moreover, that terms designating trades (such as 'caipenter,'’ 'ma- 
chinist,” and so on ) may be interpreted diifferently in different parts 
of the country. 

Wages in Different Groups and Occupations. Differences 
such as those just noted should make us wary of attempting to speak 
with exactness about differences in real wages. However, we have 
sufficient data of a reliable nature to enable us to make certain ob- 
servations without running any great risk of inaccuracy. We know, 
for example, that some types of workers are paid handsomely, while 
others receive a relatively small wage. Without making any claims 
to exactness, we may suggest the following classifications: 

1, Common Manual Laborers, These are workers whose con- 
tribution to production results chiefly from the expenditure 
of physical strength. No special training is necessary, and 
the work is free from responsibility. The wages are usually 
low and decline rapidly after middle age is passed. 

2. Semi-Skilled Workers. In this group we include the opera- 
tives of semi-automatic machines, whose task is merely that 
of machine-tending; also, clerical workers filling thoroughly 
routine jobs. In neither case is a high grade of ability de- 
manded, nor is there a long period of training to be gone 
through. The pay may be slightly higher than that of com- 
mon laborers, or it may at times be lower. But the worker 
does not depend upon physical strength for the performance 
of his task, and is able to cany on at a more advanced age. 

8. Skilled Workers. In this field of activity both native ability 
and training play a part. Here we find skilled craftsmen, such 
as machinists, carpenters, plumbers, electricians; high-grade 
clerical workers, such as bookkeepers, expert stenographers, 
and so on; and other types of workers whose duties involve 
the assumption of some responsibility and entail a consid- 
erable period of training before proficiency is attained. We 
may include in this group those who operate small busi- 
nesses, such as corner grocery stores, small restaurants, shoe- 
repair shops, and the like. Workers in this class command 
comfortable, but not high, incomes. 


increased llK\se pre-war wages greatly, but did not destroy the wage differ- 
entials as between different sections of the country. 
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4. Professional Men and Business Managers. This group in- 
cludes lawyers, physicians, accountants, and other profes- 
sional men whose success usually hinges upon the posses- 
sion of considerable native ability and an extended course of 
training. Salesmen of high grade, such as the better class of 
those selling insurance and securities, may well be included. 
Here also belong many of our business managers. The mem- 
bers of this group, in general, have incomes that enable 
them to buy high standards of living. 

5. Captains of Industry.” This term is used to designate those 
who are outstanding leaders in the economic world, and 
who, by reason of their unique abilities, are able to secure 
phenomenally high wages. In this class are the organizers 
and directors of '“big business,” “wizards of finance,” and 
business managers who are more than ordinarily capable. 
Here also, because of their extraordinaiy scarcity, belong 
some of our famous stars of the stage and screen, champion 
pugilists, and an occasional lawyer, playwright, and novelist. 

Non-Competing Wage Groups. This is admittedly a rough 
and ready classification, but it will serve to illustrate a situation that 
IS responsible for many and great differences in wages. Wage classes 
such as are here described are often called “non-competing groups ” 
for the reason that the members of one group are seldom in a po- 
sition to bid against the members of other groups in the stru-rcrle for 
economic success. It requires no argument to show that manual 
laborers do not compete with great financiers. It is less clear, per- 
haps, that members of Group No. 1 are unlikely to bid for fobs 
wanted by those in Group No. 2; but in the main there is little com- 
petition between any two of the five groups. 

Occasmnally, manual laborers may stray from Group No. 1 and 
getting into Group No. 2 and being capable of doing semi-skilled 
work, bid against members of the second group, and thus bring 
down wages slightly; and semi-skilled workers from Group No 2 
having gone through a course of training, may offer some compe- 
tition to skiUed craftsmen in Group No. 3. This sort of thing may 
take place once in a while between members of any two croups 
but such instances are comparatively rare. It is safe to sj. tha^ 
there IS but httle movement of workers from group to group. The 
tendency seems to be for workers to “stay put,” onU they get into 
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a particular wage class. The obstacles that must be surmounted if 
one is to move into a higher class are very real They have to do 
with both native ability and training. :|; 

Let us suppose, for example, that a skilled worker wishes to 
move from Group No. 3 to Group No. 4. He might be an excellent 
barber or bookkeeper, and yet be wholly incapable of becoming a 
physician or accountant because he is lacking in native ability. And 
even if his natural endowments were such as to make the move 
feasible, tliere would still remain the question of securing the 
requisite Gaining. When a man has established himself in any one 
of the groups, it is probable that he has also shouldered certain 
responsibilities, such as the support of a family, that prevent his 


giving up a sure, fairly satisfactory income while pursuing the train- 
ing necessary for admission to a higher wage group. 

Permanent Stratification of Groups. We know that it is not 
entirely impossible for workers, once settled in a group, to rise to 


another group higher up the wage scale; but the difficulties are so 
great that moves of this kind are unusual. But what about the chil- 
dren of these workers? May they not properly aspire to member- 
ship in a higher economic group? The answer is that it is possible, 
but not probable, that a boy will advance from his fathers wage 
class into one paying a larger income. The difficulties, again, are 
related to natural capacity and environmental influences. We can- 
not be sure that the son will staii life with greater native endow- 
ments than his father. But even if he does, there is the troublous 
problem of securing rtaining for the higher grade of work. He may, 
it is trae, enjoy greater educational advantages than his father has 
had; but then, again, he may not. 

What one does in the way of securing an education depends, 
probably more often than not, upon the environment in which one 
is situated. Environmental influences are scarcely calculated, in the 
low-wage groups, to spur one on to great deeds. The son of a man- 
ual laborer, though he has in him the making of a skilled electiician, 
a great lawyer, or a merchant prince, is unlikely to receive encour- 
agement from his immediate family and associates, to set forth 
upon one of these careers. Indeed, it is probable that he will never 
learn of his Inboni capacity for greater economic achievement; that 
he will promptly get used to the standard of living of his fathers 
wage class, and that, when he reaches man^s estate, he will accept 
a job at “good wages*' and continue to hold this job, or a similar 
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one, throughout his working life. There is no way of knowing how 
much human talent goes to waste from lack of discovery or de- 
velopment, but there can be little doubt that the losses of this kind 
are enormous.® 

These are some of the hindrances to a free movement between 
the various wage groups that provide economic society with the 
productive agent we call labor. Because there is no competition 
worth mentioning between these groups (though there may be a 
good deal of rivalry for jobs within a given group), wages may 
be high in one group and low in another, as we have already sug- 
gested. Whether they are high or low will depend upon the supply 
of and demand for labor of the various kinds. High wages are based 
on the scarcity of labor, and low wages on its abundance. For ex- 
ample, the success of members of Groups No. 4 and No. 5 in secur- 
ing high incomes is due primarily to the limitation of numbers of 
these fortunate groups. If captains of industiy were plentiful in- 
stead of scarce, they would receive much lower wages than at pres- 
ent; but, as we have just explained, they are free from competition 
of workers outside their own group. So long as these various groups 
are separated one from another, with little opportunity for workers 
to move from group to group, we shall continue to have wage 
classes. 

Wage Differences Within Non-Competing Groups. There 
are wage differences also between the various occupations within a 
given wage group, though differences of this kind are not so ex- 
tensive as those which exist between the so-called non-competing 
wage groups. In Group No. 3, for example, are skilled workers of 
many types, and there are differences in the wages of these various 
craft workers. To a large degree these differences are pennanent 
in nature, being attributable to relatively slight differences in nat- 
ural abilities or environmental conditions, or both. Wages, as we 
have seen, are determined on the basis of the demand for and sup- 
ply of labor. If, then, one type of skilled workers commands a 
higher wage than another type, we should expect to ffnd the ex- 
planation in a scarcity of the better-paid craftsmen. 

Occupations that pay a high wage ordinarily, in the long nm, 
draw workers from occupations that are paying low wages, so that 
these differences tend to disappear under conditions of perfect com- 

s This point is well made in J. A. Hobson, Wofk and Wealth, London, George 
Allen & Unwin, Ltd., 1933, rev. ed., pp. 50, 51. 
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petition. However, the number of workers able to qualify for the 
better-paid jobs is affected by natural ability, the encouragement 
or discouragement received from relatives and friends, costs of 
training, and the like. The consequence is that competition is inter- 
fered with. Hence, we often have within a group some persistent 
wage dift’erences, similar in kind to the wage differences between 
non-competing wage groups, but of much less significance when ex- 
pressed in dollars and cents. 

Seasonal Occupations and Cost of Training. Some occupa- 
tional wage differences are more apparent than real. For example, 
they may represent differences in wage rates rather than in yearly 
earnings. The wages of miners, clothing workers, and actors may 
appear to be high on the basis of hourly or weekly earnings, but are 
not so attractive when it is known that these occupations are sea- 
sonal in character, sometimes providing only thirty or forty weeks 
of work out of the fifty-two. It may seem that a plumber receives 
unduly large wages; but he is forced, in order to qualify for his task, 
to sei*ve a long apprenticeship at extremely low wages, and the high 
income ultimately received is, in part at least, a payment for those 
years of apprenticeship. 

Indeed, whenever considerable expense is incun*ed in connec- 
tion with the development of skill in a given trade, workers will 
demand reimbursement for these outlays, or compensation for loss 
of wages during apprenticeship, in the form of incomes higher than 
those received in occupations which one may enter without mak- 
ing a sacrifice for training. If it were found that extra large wages 
were not forthcoming in the trades involving extensive training, 
fewer and yet fewer workers would enter those trades, the number 
of workers available for such work would decline, and wages would 
rise. Hence, we see the significance of the quantity of labor as a 
factor in detemining wages. 

Psychic Incoiiie in Attractive Callings. It is frequently said 
of teachers and members of certain other professions that, in view 
of the time and money they expend for professional training, they 
are very poorly paid. A teacher of economics can scarcely be ex- 
pected to discourage the spread of ideas of this kind; and yet it 
should be stated in all fairness that teachers’ salaries are not so low 
as at first sight they appear to be, for teachers receive a consider- 
able income, wholly apart from financial remuneration. 

The college teacher may not receive a large money wage, but he 
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enjoys what is, to many teachers, even more important than a high 
monetary return. His hours of actual teaching are few; his vaca- 
tions are long, and, if necessity presses too hard upon him, they can 
be converted into cold cash. He has leisure for self-development, 
the stimulus provided by association with fellow teachers in various 
fields of learning, and the satisfaction of contributing something to 
the intellectual life of his students. Advantages such as these, which 
make a particular occupation attractive, are often called psychic 
income. 

Psychic income, though not measurable in terms of money, is 
often quite as acceptable as money income. Military leaders are 
paid largely in fame and titles; actors in applause; public officials in 
prestige; and scientists in the satisfaction of having increased the 
sum total of human knowledge. Ordinarily, of course, one's ma- 
terial needs must be reasonably well provided for before one is in 
a fit position to. enjoy psychic income. 

Hazardous and Disagreeable Occupations. Some occupa- 
tions, then, bring rather small money payments because they pre- 
sent features so attractive that high wage payments are unneces- 
sary. Other jobs, because they involve working at dangerous tasks, 
command wages that sometimes appear to be disproportionate to 
the skill demanded. Structural steel workers, steeple jacks, and 
others who engage in hazardous and spectacular work are not un- 
commonly paid higher wages than those equally skilled whose 
occupations are less dangerous. The spectacular element is worth 
emphasizing, for there are many occupations that collect a heavy 
toll in accidents and industrial disease and yet offer to workers no 
extra pay by way of compensation for the risks that they take. A 
worker who mns a risk of sudden death in following his occupation 
stands more chance of being paid for the extra risk than does the 
worker whose job results in slow, but almost certain, death through 
industrial poisoning. 

It is said by some writers that workers will refuse to take jobs 
that are hazardous or especially disagreeable, without the incentive 
of unusually high wages. This statement, if taie at all, is trae only 
to a very limited extent. Certainly, it has yet to be proved that 
industrial accidents and industrial disease are more common among 
the well-paid than among those of smaller incomes. It appears, 
rather, that the reverse is true; that most of the dangerous and dis- 
agreeable tasks in our modem economic society are performed by 
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persons who lack bargaining power, and who, rather than be with- 
out work, accept whatever wages and working conditions are of- 
fered them. It is certainly correct to say that low wages and dan- 
gerous or disagreeable work often go together. 


Wages are a payment made for the use of labor. 

Money mages are wages expressed in terms of money. 

Real wages are wages expressed in terms of economic goods. 


1. Define 'wages.” 

2. What is the difference between money wages and real wages? 

3. Money wages "are sometimes very deceptive.” Explain. 

4. Why is it desirable, in dealing with the distribution of income, to 
think of wages as referring to the average yearly real wages of 
labor? 

5. "The size of the wage paid to labor does not necessarily bear any 
relation to the amoimt of energy the worker has exerted.” Explain. 

6. "Because of the workings of diminishing returns, the productive im- 
portance of labor declines as more and more units of labor are used 
with a given quantity of land (or capital).” What effect does this 
decline have on wages? 

7. "Labor will continue to be applied in any economic enterprise up to 
the point at which the cost of the labor is equal to the value of its 
marginal product.” Why? 

8. Labor of a given quality sometimes has small marginal productivity 
and at other times large marginal productivity. Explain, 

9. What, if anything, has scarcity of labor to do with its marginal pro- 
ductivity? 

10. Is it certain that, under perfect competition, every unit of a given 
, kind of labor will be paid for at the same rate as the marginal unit? 

If so, why is this true? 

11. "The wage paid for a unit of labor, of whatever type or grade, tends 
to approximate the full value of the marginal product of that unit of 
labor,” Why may this wage not be higher or lower than the value of 

, the marginal product?' 

12. How may one determine the marginal product of a given type of 

labor? • ■ ■ 

13. "Marginal productivity does not determine wages, although wages 
and marginal productivity are equal.” What, then, does determine 
wages? 

14. State the Subsistence Theory of Wages. 

15. What evidence have we that the Subsistence Theory of Wages is 
, . unsound? ' 

16. How are standards of living related to wages? 
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17. How do you account for the fact that wages in general are higher 
in the United States than in England? 

18. Why does not the movement of labor from place to place wipe out 
differences in wages? 

19. It is entirely possible for carpenters to receive 80 cents an hour in 
Atlanta, $1.25 in Boston, and $1.50 in New York City, and yet be 
equally well off in these three cities. Explain. 

20. What is meant by “non-competing wage groups”? How does the 
existence of such groups bring about di&rences in wages? 

21. What are the factors that prevent a free movement between these 
so-called non-competing groups? 

22. What is the relationship between wages, on the one hand, and the 
seasonal nature of some occupations and the cost of training, on the 
other? 

23. Explain the manner in which psychic income may have an effect 
upon money wages. 

24. Would you expect persons engaged in hazardous and disagreeable 
occupations to receive unusually high wages because their tasks are 
hazardous and disagreeable? Is it a fact that they do receive un- 
usually high wages? 

References for Further Reading 
See list of references at the end of Chapter 29. 
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Jintefest is u payment for the use of savings, as rent and wages are 
payments for tlie use of land and labor, respectively. Some savings 
are borrowed from the savers and used in the purchase of consum- 
ers' goods; but most of the savings of society today are borrowed by 
business men, who use them for buying capital, or producers' 
goods. For this reason, some writers define interest as a payment 
made for the use of capital. We shall hold to the broader definition 
as stated above, but shall of necessity deal very largely with interest 
paid for the use of savings invested in capital, since they form so 
large a part of the total savings of every highly industrialized 
countiy. 

Savings and Interest 

The Demand for Savings. We may repeat that savings are de- 
sired by some people for buying consumers' goods and by others 
for the purchase of machinery and other equipment that will aid 
them in making their productive efforts more effective. Whenever 
consumers' goods are sold on credit, as is often the case with houses, 
automobiles, pianos, clothing, and a host of other articles, a de- 
mand for savings is created for consumption purposes. Whenever 
enterprisers sell bonds and shares of stock, or secure loans from 
bankers or private Individuals, with the thought of enlarging their 
plants or buying more or better equipment, there is set up a new 
demand for savings, but in this case for production purposes. 

Capital Expressed in Monetary Terms. It is often conveni- 
ent to speak of capital in monetary terms. A business man, for ex- 
ample, may say that he has capital to the amount of $500,000 tied 
up in his enterprise. The economist also finds it desirable at times 
to employ a monetary expression when talking about capital. But 
it should always be remembered that back of the money concept is 
a goods concept, and that, though capital may properly be ex- 
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pressed in dollars and cents for the sake of convenience, it consists 
none the less of produced goods intended for further production. 

The Productivity of Capital. One of the questions to be an- 
swered in connection with the use of capital relates to the ability of 
the user to pay the owner of capital a premium for its use. Why, 
we may ask, can interest be paid? What is there about capital that 
enables an enterpriser to return to the owner of savings not only the 
amount originally borrowed-that is, the principal-but an addi- 
tional amount known as interest? Where does the borrower get the 
6, 8, or 10 per cent that he pays to the lender of savings, over and 
above the amount of tlie original loan? 

The answer lies in the productivity of capital or, more correctly, 
in the greater productivity of labor when aided by capital, as 
against its productivity when not so aided. Our study of the round- 
about process of production showed that the indirect method of 
making goods— that is, the method involving the use of capital— is 
more productive than the direct method. Indeed, labor without any 
capital whatsoever is scarcely productive at all. We noted in 
Chapter 4 that of two economic groups, one employing little capital 
and the other much, the latter would have the greater chance, by 
far, of enjoying large quantities of consumers’ goods. The point we 
are anxious to make perfectly clear is that interest can he paid 
because the use of capital adds greatly to the effectiveness of labor 
as it works with land. 

^ The Accumulation of Savings. A stock of capital is built up 
through abstinence from consumption on the part of those who have 
incomes that are often more than sufficient to provide them with 
the necessities of life. In using the word “abstinence” we have no 
thought of suggesting sacrifice or self-denial, though doubtless much 
saving takes place at the cost of lowered standards of living. Capital 
that .is accumulated without sacrifice commands just as much inter- 
est as that which, in the same market, is got together only through 
great self-denial. In either case, however, the “capitalist” abstains 
from current consumption, and as a result of his abstinence an addi- 
tion is made to the capital stock of the community, 

“ accumulated through saving. When a man with a 
?)1U,000 income sets aside, in the form of savings, 10 per cent of this 
amount, he becomes a capitalist. He has, in effect, voted for the 
manufacture of $1000 worth of machinery in place of the produc- 
tion of a like amount of consumers’ goods. It matters not at all, so 
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far as the accumulation of capital is concerned, whether he lends 
directly to a business enterpriser or puts his thousand dollars into 
the keeping of a banker. In either case, it is almost certain to be 
used in the production of more or less durable capital— “goods- 
making machines' —which, because of the advantages of the round- 
about process, will increase the productivity of the industrial system. 

The Conversion of Savings into Capital. Dollars, of course, 
do not make capital; nor, for that matter, do they make consumers' 
goods. But dollars constitute purchasing power, and the man who 
controls a quantity of money is able to use it for the purchase of 
producers' or consumers' goods. Consequently, those who receive 
incomes are voting, month by month and year by year, either for or 
against the accumulation of capital. If they buy consumers' goods up 
to the full amount of their money incomes, they create an eflEective 
demand for this type of commodities; and consumers' goods, and not 
capital, will be produced. In this way they vote against capital 
accumulation. 

If, on the other hand, they deposit a part of their money incomes 
in banks, or lend it directly to business enterprisers, they are, in the 
main, registering effective votes in favor of more capital. (It is pos- 
sible, of course, that some small part of such savings will be used 
for the purchase of consumers' goods. ) If the result of their action 
is a decrease in the immediate demand for consumers' goods, funds 
are thus rendered available so that business men who need more 
or better machiner)^, are enabled, by borrowing from the savers or 
the banks in which the savers have deposited their savings, to add 
to their equipment and thus to increase their eflSciency and pro- 
ductivity. The net result in the long run is the production of more 
consumers' goods at lower prices.^ 

The Rate of Interest in the Short Run 

The rate of interest, like that of rent and wages, may be resolved 
into a problem of value, and the determination of the interest rate 
dealt with In precisely the same way as the determination of the 
price of any economic good. For capital, as we have seen, is the 

2- “To siivo in the ordinary modern sense is virtually to buy producers' goods 
rather than consumers' goods. One may, it is true, deposit his savings in a sav- 
ings bank. In tluit case lie entrusts some one else with tlie work of investing it, 
so that he invests it, that is, buys producers' goods with it, indirectly instead of 
directly. "—T. N, Carver, Essays in Social Justice^ Cambridge, Harvard Univer- 
sity, Tress, ■,1922,. p;' 223. ■" 
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result of saving, and the price paid for the use of capital depends 
upon the relationship between the demand for and the supply of 
savings. 

Interest as an Example of Short-Run Price Determination. 
In applying our methods of price analysis to the determination of 
interest in the short run, we are dealing with a situation which may 
be likened to price determination for any commodity under con- 
ditions of fixed stock. For we are here considering savings that 
usually have been invested in a particular kind of capital, of which, 
by definition of the short run, there is a fixed stock. 

Interest rate 
(per cent) 



Fig. 52. The Determination of Interest on Savings Invested in a 
Particular Kind of Capital, Under Short-Hun Competitive 
Conditions. 

Interest on Savings Invested in Capital. Let us suppose, by 
way of example, that we are considering the determination of interest 
on a special type of loom used in weaving silk cloth. The owners 
of these looms, anxious to secure a return on their investment, will 
ordinarily either use the looms themselves or place them at the dis- 
posal of others who will pay for the privilege of using them. If we 
think of a loom as constituting the investment of a certain amount 
of savings, we may think of the return on this investment as an 
interest rate. If the owner uses the capital himself, the payment is 
implicit interest; if he lends it to another, it is explicit interest. 
(These two terms will be discussed later in the present chapter.) 
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Producers who can employ looms to advantage will pay, under 
competition, as much as is demanded for their use, up to but not be- 
yond the marginal productivity of this particular kind of capital. 
Therefore, a demand curve, such as appears in Fig. 52, may be 
drawn for any given type of capital In like manner, a supply curve 
may be drawn. The curve SS shows that we have here almost, but 
not quite, a condition of fixed supply. In general, the owners of these 
looms will take whatever return can be had from their investment, 
rather than get nothing at all. It is true that at a very high rate of 
interest, such as 10 per cent, slightly more of this kind of capital 
would apparently be oflFered for use than would be available at 
one per cent; to be specific, $26,000,000 worth would be forthcoming 
at the high rate, as against $24,000,000 worth at the low rate. The 
return in either case would be over and above whatever deprecia- 
tion would be avoided if the looms remained idle. According to 
Fig. 52, therefore, the rate of interest under the conditions pictured 
would be 6 per cent. 

Interest on Savings Invested in Consumers’ Goods. We sug- 
gested above that, in the short run, savings have usually been 
invested in a particular kind of producers’ good, and illustrated the 
point by reference to a special type of capital. However, savings are 
often invested in consumers’ goods— such, for example, as houses— 
and the income from these goods may be regarded as interest on the 
investment. In this case, the rates that consumers pay depends upon 
the marginal utility of the good in question. Supply and demand 
curves may be drawn to describe the determination of the interest 
rate on savings invested in a particular kind of consumers’ good, 
quite as readily as to cover the case of those invested in capital. 

Interest on Fluid Savings, Moreover, it is probable that, even 
in the short run, there will usually be a small amount of fluid savings 
—that is, savings which have not yet found investment in either 
capital or consumers’ goods. In such event, the demand curve would 
combine the bids of both would-be producers and would-be con- 
sumers. Those who wish to buy consumers’ goods with these savings 
would be willing to pay much or little, depending upon circum- 
stances. If it were necessary to borrow for the purpose of an essential 
and urgent surgical operation, probably the borrower would pay an 
exceedingly high rate rather than ran the risk of delay. If, however, 
it were a question of buying or doing without an automobile or radio 
set, it is conceivable that the potential borrower would decline to bid 
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more than a vezy moderate rate. He would doubtless base his bid 
upon the utility of the desired economic good, in relation to the 
estimated disutility of paying interest on and eventually returning 
the savings that must be borrowed if the good is to be secured at 
Once. 

Producers who desire to borrow savings go through a similar 
process of reasoning, but in their case the chief consideration is the 
productivity of the savings when expended for productive equip- 
ment. Most savings, as we have said, are employed in productive 
undertakings, and not loaned out for consumption puiposes. A new 
machine is needed; it will cost so much; this means that a loan 
must be secured, and a loan is a demand for savings. What rate of 
interest will the enteipriser pay for the use of these savings? The 
answer is that under competition he will pay any amount that is not 
greater than the marginal productivity of the piece of machinery 
that the savings will put into his possession. 

The Marginal Productivity of Capital. For the principle of 
marginal productivity applies to the demand for capital, as well as 
the demand for land and labor. No one will pay more for the use of 
a unit of capital ( that is, for the use of the savings necessary to buy 
this unit of capital) tlian the unit may be expected to contribute to 
his total receipts by reason of its marginal productivity. On the other 
hand, the competitive enterpriser will be inclined to use more and 
more units of capital in his business just so long as a unit can be had 
for a price that is no more than the amount obtainable for the ad- 
ditional product attributable to the unit. The marginal productivity 
of capital may be ascertained by the now familiar method of re- 
moving a unit temporarily and noting the loss in total product that 
results. 

The Rate of Interest in the Long Run 

Savings in the long run, like the fluid savings referred to in the 
preceding section, constitute a homogeneous commodity, since they 
have not as yet been invested and hence may be used for securing 
whatever kind of economic goods the bonuwer may desire. The 
demand for savings in the long run must therefore include both 
the demand of those who wish to secure capital and the demand of 
borrowers who aim to spend for consumers" goods whatever savings 
they get hold of. In Fig. 53, the distance from the base line, OX, to 
the demand cuiwe, dd, indicates the rates of interest at which pro- 
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ducers would borrow various quantities of savings for tbe purchase 
of capital. The curve DD, which is the total demand curve for 
savings, includes the quantities that would be taken, at each of the 
several rates, by persons who wish to buy capital, plus the quantities 
tiiat would be taken by those who wish to buy consumers’ goods. 
For example, the dd curve shows that would-be producers would 
borrow ITK billions of savings at 6 per cent, and the DD curve 
shows that 28 billions in all would be taken at that rate. Therefore, 
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Fig. 53. The Determination of Net Interest Under Long-Run 
Competitive Conditions. 

The rate of net interest, or pure interest ( sometimes called the time- 
preference rate), is the rate that must be paid in order to overcome the 
marginal saver's preference for present goods as compared with future 
goods. The diagram shows clearly that tlie rate of net interest is a matter 
of price determination. ^ 


the quantity that would-be consumers would borrow at 6 per cent 
must be the difference between these two amounts, or lOM billions. 
At 4 per cent, the quantities would be 26 billions for producers and 
14 billions for consumers, or a total of 40 billions of savings. 

It should be clear, then, that the total demand curve, DD, shows 
the prices (or interest rates) at which various quantities of savings 
would be borrowed by those who wish to gain possession of either 
capital or consumers’ goods. The slope of the curve (downward 
and to the right) shows that small quantities of savings would be 
taken if high rates had to be paid, while appreciably larger quanti- 
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tios would be borrowed if tbey were Evuilo-blc Et iniicb lowei rutes 
of interest. Whether borrowers are producers or consumers, and 
whether their needs are great or small, all would be rec|uired, on the 
basis of opportunity costs, to pay the same rate of interest, under 
conditions of competition. (As will be shown latei, though there are 
differences in gross interest rates, there is a strong tendency toward 
uniformity in the rate of net interest in the long ran. ) 

The Supply of Savings. The demand curve for savings shows 
that the lower the interest rate the greater will be the volume of 
savings that people are willing to borrow. But the supply curve, SS, 
is similar to the cost curve in price determination under conditions 
of increasing costs, for it shows that the quantity of savings that will 
be available for borrowers depends upon the rates of interest offered 
by the borrowers. If a very low rate were offered, the quantity of 
saving accumulated and lent out would be small, but it would 
increase as borrowers bid higher and higher prices for savings. The 
figure indicates that savers can be induced to part temporarily with 
15 billion dollars of savings at a net interest rate of one per cent; 
with 22 billion dollars at a rate of 2 per cent; with 40 billion dollars 
at a rate of 4 per cent; and so on. 

Savings of the Wealthy. The quantity of savings that will be 
available for borrowers is closely related to the practice of absti- 
nence from consumption on the part of those who receive and 
control incomes. The extent to which abstinence from consumption 
is practiced depends, in large part, upon whether saving involves 
sacrifice; and if so, upon the degree of genuine self-denial that is 
entailed in the postponement of consumption. There are in the 
United States several hundred persons whose individual annual 
incomes amount to $1,000,000 or more. It would seem clear that 
these persons could save some part of their incomes without depriv- 
ing themselves of any of the necessities of life and probably without 
denying themselves any consumers' goods they desire. 

The Possibility of Negative Interest. To those whose incomes 
run into the millions, or even hundreds of thousands, there is little 
need to offer the inducement of interest. It is probable that these 
persons save almost automatically, failing to spend the whole of 
their incomes simply because all their economic wants are satisfied 
long before their total money incomes have been exhausted. Indeed, 
there are some few very wealthy persons whose annual receipts 
are so great and whose savings are therefore so large that, if they 
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were unable to lend out their savings at interest, they would allow 
others to use them without charge, if only a safe return of the 
principal were guaranteed. Or they might even be induced to pay 
business men a small amount to take and use their savings, so that 
they (the owners) could be relieved of the worry and expense of 
storing and protecting the unspent portion of their income. The 
supply curve in Fig. 53 suggests that, in the hypothetical situation 
there pictured, some five billion dollars of savings belong to persons 
with enormous incomes, and would be available to borrowers even 
though no interest were paid. 

Middle-Class Savings. There are others who, though their in- 
comes are not so huge, are yet so fortunate as to enjoy annual 
receipts fi*om which savings can be made without affecting seriously 
their standards of living. A business or professional man with a salary 
of $15,000, $10,000, or even $5000 a year, usually finds it possible 
to lay aside a part of his income year by year, postponing consump- 
tion until some future time when his earning power may have 
declined or stopped entirely. Some of this saving may be motivated 
by foresight, pure and simple, and might take place without the 
offer of interest for the use of the savings. But it is quite possible 
that, in such cases, the payment of interest acts as an incentive, 
causing the saver to set aside a larger part of his income than would 
be saved in the absence of the inducement offered by interest. 

On this point, however, we cannot be certain, for it is held by 
some that there are savers who have in mind the accumulation of 
a definite sum, say $100,000, by a given time; and that savers of this 
kind would be compelled, in order to reach their goal, to save a 
larger amount each year if there were no interest than is necessary 
when interest is paid. Five thousand dollars a year for twenty years 
would provide the saver with $100,000 if interest were not paid, but 
a much smaller sum saved annually would total $100,000 in twenty 
years if the savings were loaned out at interest compounded annu- 
ally. Thera is a possibility, then, that the payment of interest may 
sometimes decrease, rather than increase, the savings of those who 
receive annually more than they need spend for purposes of con- 
sumption. 

Savings of the Poor. When we consider those groups of wage 
earners whose earnings are scarcely sufficient to buy a comfortable 
standard of living, we find that the urge to spend for immediate 
consumption is very strong and is unlikely to be resisted unless great 
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inducements are offered in the form of high interest rates. It is 
reasonable to suppose that persons with small incomes are the least 
willing of all to save, and will refuse to save unless the premium 
offered for the use of their savings is large. Fig. 53 shows that as large 
an amount as 50 billion dollars of savings can be had only if those 
who are reluctant to save are offered 5 per cent to overcome their 
reluctance. Of course, if any savers are paid 5 per cent, all savers will 
demand this high rate of return from those to whom they lend. 

The Time-Preference Theory of the Supply of Savings. Our 
discussion thus far has shown that some persons, because of their 
very large incomes, can save without difficulty, while others whose 
incomes are quite small are able to save only at the cost of incon- 
venience, or even deprivation. We have no thoroughly reliable data 
relating to the income groups from which the huge annual volume 
of savings in this country is recruited, but we may hazard a guess 
that the capital accumulation from year to year is largely the result 
of saving on the part of those who could spend their entire incomes 
without great difficulty, and who would enjoy thoroughly the con- 
sumers’ goods their savings would buy but are impelled for various 
reasons to refrain from spending up to the full limit of their incomes. 
One of these reasons is the desire to provide now for future needs. 
But there are good grounds for believing that, for most persons, the 
future weighs less heavily than the present. The admonition, "Take 
no thought for the morrow,” may not be observed to the letter, but 
there are certainly many individuals to whom the present appears to 
be much more important than the future. 

The Reluctance to Postpone Consumption. When, therefore, 
a person is asked to postpone consumption until some future time, 
as he must do if he lends his savings to another, he is likely to 
question the desirability of the postponement. He will want to know 
why he should surrender (say) $100 in purchasing power today for 
the promise of $100 in purchasing power a year from now. There is a 
chance, first of all, that the Grim Reaper will come along and cut 
him down before the loan is repaid. Or his income may be mcreasing 
year by year, so that $100 will seem less important a year hence 
than at present. Or, again, he may wish to attend a presidential 
inauguration or a World s Fair whicli, once past, cannot be witnessed 
again for some years. 

Hence, though there may be reasons at times why future goods 
appear to be more desirable than present goods, it seems that most 
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persons would rather have the use of a dollar today than in the 
future. The desire for things present rather than things to come is 
the basis of the theory of ‘'time-preference,” which is frequently 
advanced as an explanation of the supply of savings in the long run. 
Referring again to Fig. 53, we see that 5 billion dollars are saved 
by persons who have exceedingly large incomes or by others who 
are unusually provident. The supply curve shows that this amount 
could be had by borrowers even without the payment of interest. But 
in order to call forth further savings, a premium must be paid to over- 
come the prevailing tendency to spend rather than save. 

The Rate of ‘"Time-Preference.” This premium is called the 
‘^time-preference rate,” and its size is believed to measure the saveFs 
preference for present goods as compared with future goods. For 
some persons the preference is slight and may be overcome by the 
payment of a very low rate of interest, say, one per cent. But if large 
quantities of capital are needed, requiring considerable saving on the 
part of those 'who could readily spend but need not spend their 
entire incomes, it would be necessary to increase the incentive. Some 
persons will save at 2 per cent, but not at one; others at 3, but not 
at 2 per cent; and so on. The supply curve in Fig. 53, showing the 
prices ( in the form of interest rates ) at which various amounts would 
be saved and loaned, illustrates graphically the time-preference 
theory. ' 

We have emphasized more than once the importance of the 
marginal unit in connection with price determination. We have seen 
that the price received for each and every unit of a good is the same 
as that paid for the marginal unit— which is the unit the marginal 
buyer is just induced to purchase at the price asked. This is the 
case, even though some buyers would pay more rather than go 
without the good, as is shown in every demand curve. Necessarily, 
then, the price received for every unit of good is the same as that 
received for the marginal unit— which is the unit the marginal seller 
Is just induced to sell at the price offered. Again this is the case, 
despite the fact that some sellers would take less rather than miss 
a sale. The supply curve indicates the truth of this statement. 

The demand for and supply of savings bring about a similar 
situation. At some point or other there will be an equilibrium of 
supply and demand. The interest rate at this point will be such that 
the volume of savings that borrowers are willing to take will equal 
exactly the volume that lenders are willing to offer. In Fig. 53 the 
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equilibrium of supply and demand takes place at tbe point P, the 
amount of savings borrowed is 40 billion dollars, and the interest 
rate is 4 per cent. Four per cent is the time-preference rate of the 
marginal saver. It is the premium that must be paid to overcome 
his reluctance to save, and presumably it measures his greater desire 
for present as compared with future goods. According to the time- 
preference theory, Ais marginal saver would spend instead of saving, 
if offered a smaller inducement than 4 per cent interest. So much 
for the supply side of the problem. 

Gross Interest and Net Interest. The rate of net interest, which 
is the interest rate that we have been discussing thus far, is the 
price that would be paid for the use of savings if there were no 
costs involved in collecting and lending out these savings to others, 
and if, further, there were absolute certainty of the safe return of 
all loans. It is, in a word, a payment made to induce people to 
postpone consumption. Net interest, as we have seen, tends to be 
uniform throughout a given market, since the rate paid for every 
unit of savings must equal, under perfect competition, the rate paid 
for the marginal unit However, it is a matter of common knowledge 
that some business men pay higher rates of interest than others for 
borrowed savings. But we are speaking now of gross and not net 
interest. 

Charges for Administering Loans. Gross interest consists of 
net interest, plus a charge for handling the loan in cjuestion and a 
further charge for taking care of whatever risk may be involved. 
Bankers, who spend their time and effort in collecting surpluses from 
savers and lending them out to others, cannot be expected to render 
this service for nothing. Consequently, even though there were not 
the slightest danger of the borrower failing to return his loan when 
due, the rate of interest demanded of him would necessarily exceed 
the net interest rate by the amount charged by tlie banker for his 
services. 

The Element of Risk in Interest. But unfortunately the ele- 
ment of risk is seldom wholly absent from business undertakings. 
The banker (or other loan agent) who is responsible to the original 
saver, will therefore add a further item to the interest charge in 
order to cover risk, on the theory that in the case of every loan he 
makes there is a possibility of non-payment. Some businesses are 
more hazardous than others and much more liable to failure, and on 
this account the charge made to cover risk is sometimes small and. 
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again, large. Owing to this fact, the gross interest rate is sometimes 
low and sometimes high. 

When credit is extended to well-established, conservative business 
houses operating in routine fields of industry, the risk of loss is slight 
and gross interest is low; but when loans are made to enterprisers 
in new, untried lines of business, such as automobile manufacture 
at the beginning of the century, the hazards are great, and the 
lender demands a high rate of gross interest. Gross interest therefore, 
unlike net interest, does not show a tendency toward uniformity of 
rate, but varies with the degree of risk that is represented in the loan. 

Gross Interest, Marginal Utility, and Marginal Productivity* 
It is, of course, the gross and not merely the net interest rate that 
must be paid by the borrower of funds, whether he wants them for 
the purchase of consumers’ or producers’ goods. If this gross interest 
rate, in a given case, happens to be 6 per cent (made up, let us 
suppose, of 4 per cent to cover time preference, one per cent for 
administrative costs, and one per cent for risk), then 6 per cent is 
the measure, on the demand side of the problem, of the greater 
utility, or desiredness, of present as compared with future goods, 
on the part of the marginal borrower who uses the loan for purposes 
of consumption. 

Six per cent represents, also, on the side of demand, the anticipated 
marginal productivity of the capital that can be bought with these 
funds, as estimated by the borrowers who are prepared to pay this 
rate on loans for productive purposes. Certainly, the borrowers who 
are producers will not pay 6 per cent interest unless they expect, 
through the use of the additional capital purchased with the funds, 
to secure an extra product that wiU at least pay the interest charge. 
Nor will they cease to add units of capital to their equipment so long 
as the gross interest charge is smaller than the value of the additional 
product realized through the use of the capital on which the interest 
is paid. This means that producers will continue to bon'ow savings 
up to the point at which the value of the marginal product of the 
capital that is purchased is equal to the gross interest paid for the 
use of the savings. 

The nsf Interest rate, therefore, is determined by an equilibrium 
of the demand for and supply of savings. The gross interest rate ( the 
rate which is actually paid by the borrower) is determined by the 
demand for and supply of savings for a 'particular purpose, and con- 
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sequently varies with differences in the administrative costs and 
risks involved. 

Savings Unrelated to Time-Preference, The time-preference 
theory of net interest is sometimes attacked on the ground that much 
saving would take place in present-day society without the payment of 
a premium to induce the savers to refrain from present consumption. 
We have already referred to saving by the rich and by those intent 
upon safeguarding old age. To savings of these kinds, which are not 
dependent upon overcoming time-preference^ may be added those 
accumulated through public taxation and the reinvestment of cor- 
porate earnings. When a government taxes its people for the con- 
struction of public works, saving takes place without the payment 
of interest. Similarly, when the directors of a business corporation 
decide to use past earnings for an enlargement of plant, there is 
again enforced saving which does not require that the time prefer- 
ences of the savers themselves be overcome. However, it is safe to 
say that corporate savings would not usually be made unless the 
directors of the corporations expected these savings to pay a return, 
and this return may properly be regarded as interest. 

Importance of the Marginal Saver. But unless sufficient sav- 
ings are accumulated by such methods, it will be necessary to call 
upon voluntary savers to provide a part (and probably a large part) 
of the total quantity. These savers will demand and receive interest, 
and the rate of interest will be measured by the premium that is 
necessaiy to call forth a given quantity of savings. If but little capital 
is to be accumulated, it will be veiy largely the result of saving on 
the part of the well-to-do, the marginal saver will experience but 
slight inconvenience, and the rate of time-preference will be low. But 
if huge quantities of savings are to be amassed, it is likely that the 
marginal saver will be a person of very modest means, that the 
sacrifice involved in the limitation of consumption will be great, and 
that he will save only if the net interest rate is high. In general 
then, a small total quantity of savings can be had at a low interest 
charge, and a larger total volume will be forthcoming only if the 
interest rate is raised. 

Explicit and Implicit Interest. Interest is explicit or implicit, 
depending upon whether the owner lends his savings out or uses 
them himself. If he lends them to another, the income he receives is 
explicit interest. If he uses them in his own business, they still return 
an income— this time implicit interest. The distinction is precisely 


INTEREST 543 

the same as the one we have already drawn between explidt and 
implicit rent. The enterpriser, if he is to have a sound knowledge of 
his costs of production, must, of course, charge against his business 
not only rent for land personally owned and used in his enterprise, 
and wages for his own services, but also interest on savings of his 
own that are employed in the undertaking. 

Interest, Rent, and Economic Inequality. There are two dif- 
ferences between interest and rent that are regarded as important 
by those who are particularly interested in looking^t the distribution 
of income from the social point of view. The first is that, owing to 
ineradicable differences in the productivity of various pieces of 
land, there are great and permanent differences in the amounts 
received as rent by the owners of different plots of land, depending 
upon whether they or their forebears have been lucky or unlucky 
in the selection of sites. 

Many people have been made rich because, by the merest chance, 
they have happened to hold title to some acres on which oil or coal 
has been discovered, or to a city block which fortune has decreed 
should be on a main artery of traffic. Thus, pure luck often plays a 
leading role in the distribution of income from land. Savings, on the 
other hand, command a uniform rate of net interest in a given 
market at a given time; that is to say, all units of savings are paid 
for at the same rate, except for differences in administrative costs 
and risks, and with the further exception of differences that may 
exist for short periods of time though they are wiped out in the 
long run. 

The second distinction between rent and interest relates to the 
fact, already noted, that land is virtually fixed in quantity, whereas 
savings increase rapidly in volume year by year. The student who 
has mastered the theory of value will see at a glance that, as the 
demand for land increases as a consequence of growth in population, 
the income from land must increase also, owing to the existence 
of a fixed quantity. But the amount of savings available (through 
an increase in saving) may steadily keep pace with the increase in 
the demand for savings, with the consequence that the net interest 
rate remains constant. Indeed, it is conceivable that the accumula- 
tion of savings might take place at so rapid a pace as to bring about 
a decline in the rate of net interest. 

Some critics of capitalism, though they regard the payment of 
interest as necessary if we are to have sufficient capital to operate 
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our industrial machine, hold that rent on land should be appropri- 
ated by the government and used for the good of the whole people. 
The critics point to the distinctions between rent and interest, such 
as we have outlined briefly; they urge that, since land is a free gift 
of nature, its benefits should accrue to all the people, and not to a 
few only; they show that the payment of rent leads to grave inequal- 
ities of wealth— inequalities that are becoming greater year by year; 
and finally, they insist that rent is unearned income— an unnecessary 
payment— since the appropriation of rent by the state would not 
deprive, society of the use of land. These are questions of great im- 
portance, but questions which we cannot undertake to discuss in the 
present volume. 

The Social Usefulness of Interest. Before quitting the subject 
of interest, we must mention two ways in which the payment of 
interest is said to be of benefit to society. First of all, it provides an 
incentive for the saving of income, and thus increases the volume of 
purchasing power available for building transportation lines and fac- 
tories, equipping mines and farms, and providing the huge quantity 
of capital goods that is a part of eveiy highly organized industrial 
order. 

We need scarcely enlarge upon the advantages that result from 
an abundance of mechanical aids. An understanding of the round- 
about process is all that is needed to convince one that without a 
large accumulation of capital we could scarcely hope for high stand- 
ards of living for the masses. Even those who are most outspoken 
in their denunciation of the private ownership of the instruments 
of production seldom deny the usefulness of capital goods. The 
payment of interest, by encouraging people to save, leads to an 
increase in the quantity of capital, and thus to the production of 
more goods and the creation of higher real incomes. 

It is also claimed for interest that it directs savings into the most 
productive economic channels and, as a consequence, confers a 
great benefit upon society. The argument runs about as follows: 
Various industries bid against one another for the use of savings. 
Savings tend to flow into those industries that offer the highest rates 
of interest (assuming, for the moment, equal risk in all industries). 
The industry that can pay the highest rate is the one which at present 
is underequipped, and which therefore turns out so few units of 
product that, with a large demand for the product, the price re- 
ceived is high and profits are large. Thus an industiy that offers a 
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high rat© of interest for the use of savings is one which at present 
is unable to provide society adequately with its product 

The payment of a high interest rate not only calls attention to 
society s need for more goods of this particular kind, but also attracts 
savings to this industry and thus tends to fulfill the need. Other 
entei-prisers, seeing the large profits to be obtained in this industry 
(profits which result, it should be noted, from society’s need for 
the product), bid high prices for savings, so that they may buy 
capital with which to enter the industry. Competition results, the 
good is made in large quantities, the price goes down, and the rate 
of interest in this industry eventually falls. The net result, then, 
is that society is amply supplied with an economic good that was 
previously very scarce. 

In a society in which incomes were approximately equal, it is 
probable that the interest rate would aid in bringing about the pro- 
duction of goods most needed before less essential goods were 
manufactured. But in our present economic order, the interest rate 
performs this directive function very imperfectly, if at all. If working- 
class families need cheap dwellings and rich men want million-dollar 
yachts, it might appear to be socially desirable to have the houses 
put up before the yachts are built. But yacht-building is vastly more 
profitable than house-building, and if savings should be very scarce 
the interest rate offered by yacht builders for the use of savings might 
easily be twice as liigh as that offered by housing contractors. The 
chances are, then, that savings would be turned into the building of 
yachts and not houses. 

It is doubtless true that the interest rate directs savings into the 
most productive lines of industry, if by "productive” we mean pro- 
ductive of value; but the payment of interest does not insure that 
necessities will be made before luxuries. Indeed, it comes closer to 
insuring that luxuries will be made first. For the large gains obtain- 
able in the luxury trades permit a high rate of interest to be paid, 
and thus savings are attracted from less lucrative businesses which 
may, nevertheless, be more essential to social welfare. Certainly, the 
interest rate does not guarantee that cake shall not be baked until 
all the people have bread. On the contrary, it may induce some 
breadmakers to shift to cake baking because of the greater ease in 
securing savings at the high interest rates that can be paid by cake 
bakers, but not by the bakers of bread. 

Presumably, the force of competition would eventually reduce the 
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profits of cake bakers so that they could no longer offer unusually 
high rates for savings. Cake ’would continue to be made, however, 
as long as people with purchasing power offered a price suflBciently 
high to cover all costs of production. Of course, if incomes were 
approximately equal, it is probable that necessities would be pur- 
chased before luxuries were demanded. In the absence of anything 
approaching equality, high prices for luxuries will be paid readily 
by the very wealthy; and, as a consequence, there is the possibility 
that not only capital, but land and labor as well, will fail to be 
employed in lines of industry in which, from the point of view of 
public welfare, they are most needed. 


Interest is a payment made for the use of savings. 

Net interest is a payment made to induce people to postpone 
consumption. 

Gross interest is net interest plus charges added to cover risk and 
administrative costs. 


1. Define '"interest."" 

2. Does capital consist of money or goods? 

3. Why is it possible for business men to pay interest for the use of 
savings? 

4. When we say that a stock of capital is built up through abstinence 
from consumption, what do we mean by the word "abstinence""? 

5. Capital is the result of saving. Does every form of saving bring 
about an accumulation of capital? Explain. 

6. A person may lend his savings directly to a business enterpriser or 
may deposit them in a bank. Is capital accumulated in both of these 
cases? 

7. "To save in the ordinary modem sense is virtually to buy producers" 
goods rather than consumers" goods."" How may a person of small in- 
come, with $100 of savings annually, buy producers" goods? 

8. "The rate of interest may be resolved into a problem of value.” 
What, then, will be the forces determining the rate of interest? 

9. When people wish to borrow the savings of others in order to buy 
consumers" goods, what will determine the maximum they will pay 
for such savings? 

10. When people wish to borrow the savings of others in order to buy 
producers" goods, what will determine the maximum they will pay 
for such savings? 

11. Will the price paid for the use of capital tend to equal the "marginal 
productivity"" of capital? Explain. 
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12. Discuss the sacrifice involved in the accumulation of savings by the 
wealthy, by the middle classes, and by the poor. 

13. It is sometimes suggested that, if interest were not available, the 
very wealthy 'might even be induced to pay business men a small 
amount to take and use their savings.” Explain why this might be 
'true. 

14. Even though millionaires save with no sacrifice, they receive for the 
use of their savings a rate of interest as high as that received by the 

. very poor who can save only at great sacrifice. Why is this the case? 

15. State the time-preference theory of interest. 

16. Explain the objections of the average person to the postponement of 
consumption. What is the relationship between these objections and 
the interest rate? 

17. Some savings are accumulated without reference to the principle of 
time-preference. Give examples of such savings. 

18. Distinguish between gross and net interest. 

19. Give examples of the two items included in gross interest which do 
not enter into net interest. 

20. Distinguish between explicit and implicit interest. 

21. From the point of view of social welfare, there are two important 
distinctions between interest and rent. Discuss these distinctions. 

22. There is a tendency for the net rate of interest to be uniform in a 
given market, but for there to be differences in the gross interest 
rates. Explain. 

23. Some writers say that the payment of interest is socially useful. 
What can be said for and against this idea? 

References for Further Reading 
See list of references at the end of Chapter 29. 
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jLrojits are the share of income that goes to the business enter-- 
priser, over and above the return he gets for any land, capital, or 
labor which he personally puts into his business. We have described 
the enterpriser as the person, or group of persons, that assumes 
responsibility for the ownership of a business. The enterpriser, occu- 
pying a position of leadership, takes upon himself the responsibility 
of paying rent, wages, and interest to the owners of the others agents 
of production, and receives profits by reason of his ownership. Often, 
as we shall see, he invests his own land, labor, and capital in his 
business, and receives a return also for the use of these productive 
agents. 

Gross Profits and Net Profits 

It is a rather common practice among business men to deduct 
total expenditures of all kinds from total receipts, and to call the 
balance 'profits.” Profits of this kind are called gross profits by the 
economist. Net profits are arrived at by making the further deduc- 
tions of implicit rent, implicit interest, and implicit wages. Only 
by charging all these items against costs of production can the enter- 
priser get an accurate notion of the expenses incurred in transacting 
his business. And not until he has made these deductions does he 
enjoy profits, in the sense in which the economist ordinarily uses the 
term; for it is upon net profits, or 'pure profits,” that the economist 
lays particular stress. 

Wages in Gross Profits. In an earlier chapter we noted the fact, 
that the income paid to active business enterprisers for their labor 
is called wages of management It is entirely proper, then, to classify 
as wages (implicit wages, of course) any part of the enterprisers 
gross profits that results from employing his own time and energ}^ in 
his business. This is, indeed, a necessary expense which must be 
met if the enterpriser is to continue to operate. A reasonable test of 
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productivity is the ability of the enterpriser to secure employment 
with another business concern. Whatever he can obtain for his 
services elsev/here is surely not too much to charge against his own 
business as wages of management 

Wages of Management and Marginal Productivity. , Since 
managerial ability, as expended in production, is simply a form of 
labor, the wages of management, like other wages, are determined 
by the conditions of supply and demand, and tend to equal the 
marginal productivity of the particular type of human effort that 
happens to be under consideration. Without again rehearsing the 
principle of marginal productivity as it applies to wage determina- 
tion, we may say that the marginal productivity of business ability 
of a given kind can be measured by asceii:aining the difference 
between the total product of economic society when a single unit of 
a given type of business ability has been withdrawn from the produc- 
tive process, and the total product when this unit is employed. The 
value of this marginal product measures the maximum wage that will 
be paid for the unit, and competition for managerial labor of this 
kind will tend to keep the wage up to this amount. 

Equalization of Managerial Wages. Marginal productivity 
measures, moreover, the wages of management received by those 
who are in business for themselves; for there will be little temptation 
for a man to operate his own enterprise if it pays him a smaller wage 
than his services would command in the open market. Moreover, if 
wages of management paid by an enterpriser to himself should be 
much higher than the current wage paid to managers of the same 
grade who are employed by others, the costs of production of the 
former would be so high as to make it difficult to compete with 
others in the sale of their product. Hence, we may assume an equal- 
ization of the wages of equally competent managers, as of other 
types of workers, throughout industry in a given market. And, as 
we have said, the wages of management, like ordinary wages, 
though equal to the marginal productivity of the particular type of 
ability that Is under consideration, are actually determined l3y the 
general conditions of supply and demand. 

Rent, and Interest in Gross Profits.. .We have already argued, 
that the enterpriser, if he would keep the records clear, must include 
in his costs of production the items of rent for land personally owned 
and used in his business, and interest on savings of his own invested 
in his enterprise. In each case the amount to be charged can be 
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determined on the basis of competitive prices for land of this par- 
ticular quality, and for savings employed in businesses of the -type 
he is conducting. It will be apparent, then, that the payments due 
the enterpriser for his personal investment of land, labor, and capital, 
may easily be included in costs of production under the heading 
of rent, wages, and interest. Indeed, it seems much more logical to 
classify these payments in this way than to include them with profits. 

; 'The Residual Character of Net Profits* Having disposed of 
implicit wages, implicit rent, and implicit interest in the manner just 
outlined, we have also disposed of the greater paji: of gross profits. 
Indeed, it may appear that there will be nothing left; for we have 
stated repeatedly, in the past four chapters, that the owner of each 
factor of production tends to get as his share in distribution the full 
value of the factors marginal contribution to production; and we 
have said, further, that the price of a good is the sum of the prices 
that must be paid for the use of the several productive agents 
employed in its making. 

Nevertheless, there is often something left over after payments 
have been made for the use of land, labor, and capital; and since there 
is no one else in a position to claim this residual or surplus product, 
it is taken by the enterpriser, who, as custodian of the treasuiy, is 
in a peculiarly favorable position to hold fast to whatever may remain 
after the owners of the other productive agents have been paid off. 
It is this residual product that the economist has in mind when he 
speaks of net, or pure, profits. We shall now examine briefly the 
circumstances in economic life that give rise to net profits. 

Causes of Net Profits 

Our analysis excludes from net profits any payment to which the 
enterpriser is entitled by reason of an investment of land or capital, 
or for personal services rendered in the operation of his business. 
There remain, therefore, only the rewards that may chance to come 
to him through the ownership of the business, which is not the 
same thing as the ownership of all, or part, of the land or capital 
used in the enterprise. 

PROFITS AS A CONSEQUENCE OF RISK-BEARING 

The enterpriser, as owner of the business, secures land, labor, and 
capital at stipulated rates. He believes that he can employ these 
agents of production to produce goods that will sell for a larger 
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amount than his total costs for rent, wages of all kinds, and interest. 
But whether he succeeds or not, he is not relieved of his respon- 
sibility to meet these definite obligations. If he is fortunate, and 
succeeds in getting more for his product than it has cost him to 
produce, he reaps a profit. But if he is unlucky, and his expenditures 
are greater than his receipts, he is still under the necessity of making 
the promised payments, and thus suffers losses or, as they are some- 
times called, ‘negative profits.” 

If, then, as we have already suggested, the enterpriser is in a 
strategic position to claim for himself the residual product of his 
business, he is also so situated that he cannot avoid shouldering the 
losses, if losses there be. On this account, the enterpriser is often 
described as the risk-bearer of economic life; and the income that 
is his in the form of net profits, when the business turns out well, is 
said to be the reward for bearing risk. Unpredictable occurrences, 
which mean risk for enterprisers, are unquestionably one of the 
causes of net profits. 

To this cause should be added the absence of perfect competition, 
which may give rise to profits, positive or negative; and also predatory 
activities in which enterprisers have been known to engage, and 
through which they have made gains at the expense of others. We 
shall now look a little further into the sources of profits. 

Insurable and Non-Insurable Risks. In our chapter on busi- 
ness risks, we noted that while it is possible to insure against many 
of the hazards of business life, there are some uncertainties that 
cannot be eliminated or shifted through the medium of insurance. 
When business risks can be and are insured against, the insurance 
premiums become definite costs of production, and thus enter into 
price. The many uncertainties connected with the operation of mod- 
ern business, which are not capable of being reduced to statistics 
and treated on an actuarial basis, must, nevertheless, be taken care 
of by someone. Risk-bearing of this kind is the special function of 
■' the business entei-prlser. 

General Prices and Profits. Because goods are produced in 
advance of demand, the enterpriser runs the risk of getting less for 
his product than it has cost him to produce, owing to a decline in 
the price level. On the other hand, if luck is with him and the price 
level rises steadily, the enterpriser may reap a substantial profit. 

Let us suppose that a business man begins today to produce 
goods for sale six months hence. If the general price level is low. 
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he buys raw materials at moderate prices, and contracts with labor 
to work at wages that are low because general prices are low. But 
if, by the time the goods are ready for deliveiy, the price level has 
risen appreciably— say, 10 per cent— the goods, though manufactured 
at low cost on die basis of the old price level, will be sold at high 
prices on the basis of the new price level. He may gain, further, 
by borrowing funds when prices are low, and repaying when they 
are high. 

It is clear, then, that, because commodities are produced in antici- 
pation of demand, business men reap profits in times of rising prices; 
and on this account, enterprisers are always optimistic when prices 
are on the upward grade. The reverse is true, of course, when prices 
are declining, since goods made of materials and labor bought at 
high prices must later be sold on the basis of the new price level, 
which may mean selling at less than costs of production. Business 
men lose, moreover, if they are compelled to repay, when prices 
are low, loans that were made when prices were high. Fluctuating 
price levels, therefore, give rise to net profits, positive or negative. 

Individual Prices and Profits. Even if there were no change in 
the price level, there would stiU be risk involved in providing goods 
for sale at a future time. For, as we emphasized in our study of 
price determination, it is impossible to know in advance just how 
great the demand for a given product will be; furthermore, even 
though conditions of demand were fully known, there is usually 
little or no coordination between producers, and as a consequence 
the market may be flooded with a given commodity, or the good 
may be available in only very limited quantities. 

If, because of a larger demand or a smaller stock of goods than 
was anticipated, enterprisers are able to sell at a price well above 
costs of production, they take their reward in the form of a sub- 
stantial profit. But if, as is not infrequently the case, the demand 
is so small that it will not absorb the total quantity of the good 
available at a price covering costs of production, the price will of 
necessity be reduced and producers will have to take a loss. In the 
absence of any centralized control over production, and with very 
inadequate knowledge of probable demand, production in advance 
of demand is a venturesome undertaking. 

Profits, and Losses in Agriculture. ■ It is pa.rtici!larly so in ag,ri- 
cultural pursuits in which an enterprisers crop may be destroj^ed 
by drought, flood, hail, or frost; or, equally bad from his point of 
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view, may be rendered virtually valueless because of a bumper crop 
throughout the country. An individual producers peach crop may 
be ruined by frost, or his tobacco crop destroyed by hail A huge 
yield of cotton may drive the price down until it is well below costs 
of production; or, again, as has happened more than once, an over- 
supply of apples may result in the fruit being left on the trees to rot, 
because the costs of picking, packing, and transporting would be 
greater than the price obtainable. Sometimes, of course, the shoe is 
on the other foot. For example, a crop failure in several great 
wheat-growing areas may so limit world production as to bring a 
large profit to the fortunate persons whose crops are not affected. 

Thus is the enterpriser in the field of agriculture called upon to 
bear risks. He begins his operations far in advance of the time when 
the product will be sold, and, as a consequence, his economic fate, 
until the crops are harvested and sold, lies in the lap of the gods. 
For, unlike the manufacturer and merchant, he is at the mercy not 
only of economic but of natural forces as well. 

Profits Due to War Conditions. The possession of a large 
quantity of a given good, or of the equipment needed for its fabrica- 
tion, may easily give rise to enormous profits if there happens to be 
an unexpected demand for the good or a limitation of output on the 
part of some producers. World War I brought an unprecedented 
demand for essential goods such as steel. As a consequence of this 
increased demand, stockholders in steel companies throughout the 
United States drew large dividends, which represented the profits 
to which they were entitled as owners of these companies, and there- 
fore risk-bearers. 

World War I also brought fortunes to a number of American 
dealers in German dyes, who, because imports from Germany were 
suddenly cut off, were able to sell the stock on hand at fabulous 
prices. This, of course, occuiTed before the United States had de- 
veloped a dye industry of its own. 

Degrees of Hazard in Business. Some lines of business are 
much more risky than others. Whenever the operation of a business 
involves the expenditure of large amounts before it can be known 
whether the commodity or service will be favorably received there 
are chances of large profits and also of large losses. 

An outstanding example of such profits and losses is to be found 
in theatrical production. The late Daniel Fi’ohman, who was long a 
leading producer in the American theater, once said that the hazards 
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involved in this field of enterprise are so great that theatrical produe- 
tion may well be called a gamble. It is almost impossible to predict 
in advance whether or not a play will achieve popularity. If it does, 
it may make millions for its sponsor; if it does not, it leaves him 
out of pocket perhaps some twenty or thirty thousands in the case 
of a small dramatic production, or several hundreds of thousands 
if he has gone in for musical comedy or revue. 

A somewhat similar situation exists in the clothing industry and 
other businesses in which fashion plays a prominent part, with manu- 
facturers tiying to induce the public to adopt novelties, and the 
public now accepting and again rejecting the proposed innovations. 
A happy guess as to what people will buy may lead to large profits, 
but there is always the possibility of guessing wrong and having to 
take losses instead. However, it is the particular function of enter- 
prisers to assume risks; and though the business hazards just cited are 
rather unusual, they differ from the risks of the average business 
man in degree rather than kind. Some enterprisers are willing to stick 
to well-established industries in which there is smaii likelihood of 
loss, but also small chance for large profits. Others of more venture- 
some nature sally foiih into unexplored fields of industry, lured on by 
the possibility of unusual profits, and willing to take the chance of 
losing very considerable sums. 

Stockholders as Enterprisers. Since we have narrowed our con- 
cept of profits to include only the return that results from ownership 
of business, we must place in the class of enterprisers (as entitled 
to profits, and to losses as well) all persons who have their funds 
so invested that they, being owners or part owners of a business, 
are risk-bearers. Stockholders, of course, meet these requirements; 
and stockholders must therefore be regarded as enterprisers, in the 
sense that they are entitled to a return for risk-bearing. 

The buyer of shares of common stock casts his lot with that of 
other stockholders, and agrees to accept as a reward a share in the 
profits of the business. If the business prospers greatly, his dividends 
are large, and he receives a return higher than would be pmd him if 
he lent hjs money outright to the concern, taking a promissory note 
in place of ownership. If the business is unsuccessful, the stockholder 
gets small dividends or none at all. He is, then, sharing in the risk 
of ownership of the business; and by virtue of his ownership, he 
receives positive profits when the business does well and negative 
profits (or losses) when it is conducted at a loss. 
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PROFITS DUE TO THE ABSENCE OF PERFECT COMPETITION : 

We have discussed the possibility of profits arising from the un- 
certainties that appear to be inherent in business undertakings. W© 
have dealt particularly with profits that are closely related to the 
production of goods in anticipation of demand. Changes in general 
prices, unforeseen conditions of supply and demand, and forces be- 
yond the control of the enterpriser, such as freakish weather or an 
important war, have been mentioned as causes contributing to positive 
or negative profits. We shall note now some gains that are inde- 
pendent of such causes, being the result of interference, intentional 
or unintentional, with competition. 

Discrepancies Between Costs and Selling Price. Let us return 
to our contention that, under perfect competition, there is a tendency 
for the prices paid for the productive agents (that is, the total costs 
of production ) to equal the selling price of the good in the making 
of which they have been used. This contention is sound enough, 
granted the condition that has been assumed, namely, that of perfect 
competition. But, as we have so often admitted, absolutely perfect 
competition is a state that is yet to be attained. This fact does not 
detract greatly from the significance of our generalizations, but it 
does prevent our claiming exactness of results in the actual working 
out of economic theories. 

When, therefore, we say that the enterpriser pays the owner of 
a productive agent the full value of its marginal product, we refer 
to what would happen under ideal conditions. Since competition is 
not perfect, the amount paid for the use of a factor of production 
is only approximately the value of the marginal product. Herein 
lies an opportunity for a profit for the business man; for, although 
the landowners, wage earners, and capitalists may be trusted to 
seek their own self-interest, it is probable that the enterpriser is 
ordinarily more favorably situated than they for effective bargaining. 
Indeed, his veiy existence as a business man is dependent upon his 
knowing the game and playing It to his own advantage. 

The Enterpriser’s B^argaining. Position. The instability of con- 
ditions in the business world makes it virtually impossible for the 
owners of productive agents to know the exact value of the marginal 
product of these agents. Ordinarily, they know simply that enter- 
prisers are paying this price of that for a factor of production. 
They may assume, and fervently hope, that competition will force 
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enterprisers to offer the full value of the marginal product for the 
use of productive agents. But the enterprisers themselves may not 
know precisely the amount that is added to total product by use 
of the marginal unit of land, labor, or capital; and consequently 
the rate offered for an agent throughout a given industrial market 
may be slightly less, or even slightly more, than the exact value of 
the marginal product 

Naturally, enterprisers will try to see to it that any error that may 
be made is on the side of underpayment rather than overpayment; 
the point is that they feel the necessity of being on the safe side of 
the proposition in bidding for the use of land, labor, and capital. 
Finally, even though the enterpriser should know the exact value 
of a marginal product, the customaiy absence of perfect competition 
would probably prevent the price paid for an agent from being bid 
up to an amount exactly equal to this value. All in all, then, in 
the field of actual business practice, there is room for a margin of 
profit; there is also the chance of loss, but loss is less likely than 
profit because of the strategic bargaining position of the enterpriser. 

The Time Element in the Limitation of Competition. Im- 
perfect competition in the purchase and sale of productive agents is 
attributable in part to the fact that enterprisers often make relatively 
long-term contracts for land, labor, and capital. Once the contracts 
are made, they must be lived up to, despite the fact that other 
enterprisers, a few days or weeks later, may, in a changed market, 
make other contracts which are either more or less favorable than 
the first. Consequently, competing concerns will be operating at the 
same time with productive agents of equal grades, but agents for 
which different amounts are being paid in rent, wages, and interest. 

Land that was leased many years ago for a long period may cost 
the enterpriser substantially less, or more, than similar land leased 
this year by another business man. Wage contracts entered into 
today covering (say) a two-year period may be more advantageous 
or less advantageous than a conti^act signed six months or a year 
ago. Interest rates change from time to time, and yet, once agreed 
upon, they mn over a period of months or years; thus competing 
exiterprisers have different costs for tlie use of savings. If the price 
obtained for a good covers all costs of those enterprisers who have 
high rent, wages, and interest to pay, the more fortunate enter- 
prisers with their lower costs will enjoy temporarily a margin of 
profit. If, on the other hand, the selling price of the good is low, the 
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firms that hav© contracted for productive agents at an unfavorable 
time will be compelled for the present to take losses. 

The point here made is somewhat different from that which was 
emphasized in connection with changing price levels. Business men 
as d class make profits in periods of rising prices and take losses 
when general prices decline. But owing to the time element involved 
in contracts relating to productive factors, one enterpriser in a given 
line of industry may be reaping profits, while another, who has con- 
tracted for productive agents at a different time or for a shorter or 
longer period, is taking losses. 

The time element, therefore, results in imperfect competition 
among entei’prisers in their bidding for agents of production. For 
we cannot claim free mobility for land, labor, or capital that is with- 
held from the market by reason of contracts extending into the 
future; and without free mobility there cannot be free competition. 
Moreover, even if there were no contractual obstructions to mobility 
of the agents, the absence of full knowledge of market conditions on 
the part of all concerned would prevent perfect competition from 
being realized, and would thus lead to profits for some enterprisers. 

1 Monopoly Profits, In our study of price determination, we noted 
the fact that monopoly price has no necessary relationship to costs 
of production. Though the monopolist may decide that he will 
obtain the greatest possible total net return by selling large quan- 
tities of his product at little more than cost of production per unit, 
it is equally possible that he may restrict his product, selling only 
to those high up on the demand schedule, and thus taking a large 
monopoly profit per unit of product. In either case, monopoly power, 
complete or partial, is one of the causes of profits, and one of great 
importance in these days of widespread combination. And, of course, 
imperfect competition gives rise to profits, as we saw in Chapter 21. 

Tariffs and Profits, The erection of protective tariff barriers 
brings another interference with competition, and is therefore an 
aid to the realization of profits. The purpose of a protective tariff is 
to shut out foreign competition, and thus leave the production of 
a given commodity in the hands of domestic enterprisers. These 
domestic enterprisers, of course, may carry on active competition 
among themselves; but it is possible that they will instead come to 
an agreement, divide up the field, and depend upon a friendly tariff 
to insure profits. 

If, for example, it costs the least ejfficient American producers 
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three-quarters of a cent a pound more than Cuban enterprisers to 
produce sugar, it might be good business for American sugar 
growers to unite in demanding a one-cent protective tariflE. Such a 
tariff, once attained, would insure at least a temporaiy profit to all 
American sugar growers, inefficient as well as efficient. The profit 
might be wiped out finally by an increase in production in this 
country, if the increase were of sufficient size to make it unnecessary 
to rely upon imports of sugar. But in any event, this profit would 
probably be enjoyed for a very long time, because so large a part of 
our sugar supply is provided by Cuban producers. Under the tariff 
conditions suggested above, the major portion of this commodity 
would continue for a time at least to come from Cuba, and neces- 
sarily (because of the tariff) would sell at a high price. The situation 
would be comparable to that of partial monopoly treated in an 
earlier chapter. And the net result would be a profit for American 
producers of sugar. 

PROFITS FROM PREDATORY ACTIVITIES 

Though honesty is doubtless the best policy in business if one 
wishes to cany on operations indefinitely, it can scarely be denied 
that some business men have made, and others are now making, 
large profits by engaging in predatmy activities. 

It is sometimes held that an enterpriser can win success only 
through fair dealing with his customers, and this Is doubtless tme 
‘In the long run.’’ The swindler in business life usually comes to 
grief in the end; but in the meantime he may reap a handsome profit 
and, by professing conversion and refoimation, he may even retain 
his place in the good graces of the public. Toward the end of the 
nineteenth centuiy, the evil practices of those in control of some of 
our great industrial trusts attracted wide attention and brought upon 
the culprits severe and deserved denunciation. But most of the 
gentlemen who were involved were able later to renovate their 
reputations, and their misdeeds were apparently forgiven, and per- 
haps largely forgotten. 

Nevertheless, we have today such legislation as pure food laws 
to prevent adulteration, organizations such as “better business bu- 
reaus” and movements such as “truth in advertising” campaigns to 
combat misrepresentation, and such bodies as the Federal Trade 
Commission to police some of the main arteries of business. The 
existence of agencies of these kinds, designed to whip into line those 
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who seek to gain unfairly at the expense of the public, is in itself 
sufficient evidence that it is possible for business men, if unhindered, 
to make profits through engaging in predatory practices^ 

Some Concluding Observations 

The Temporary Nature of Profits. Our examination of the 
causes leading to net profits has indicated the unstable nature of this 
share in distribution, as compared with the greater stability of rent, 
wages, and interest. Profits are often brought about by conditions 
that are wholly beyond the control of the enterpriser. For some 
reason or other, the selling price of a commodity is higher than the 
costs of production, and enterpiisers reap a profit; or, on the contrary, 
the price happens to be lower than costs and enterprisers are obliged 
to take a loss. 

But these discrepancies between costs and selling price, though 
they may never be wholly eradicated, are usually in process of being 
wiped out. In our study of price determination, we noted the effect, 
upon future production, of a condition of market supply and de- 
mand that resulted in profit or loss, as the case might be. We may 
repeat, at this point, the simple statement that when an industry 
as a whole enjoys profits, these profits attract the attention of busi- 
ness men seeking opportunities, a larger quantity of the good is pro- 
duced, price is beaten down, and positive profits tend to disappear. 
When, on the other hand, losses must be taken, some enterprisers 
drop out of the contest, a smaller quantity of the good is placed 
upon the market, and prices tend to rise sufficiently to cover costs 
of production. It would appear, then, that profits, both positive and 
negative, are a temporary phenomenon, here today, gone tomorrow, 
and possibly back again next week. 

Average Profits and Individual Profits. In the long run, there- 
fore, we expect to find that the profits of a competitive industry just 
about balance the losses of that industry. But a close examination 
of the situation reveals the fact that, while this is probably true for 
the industry as a whole, there are within the industry individual 
enterprisers who have profits more often than losses, and others 
who lose so consistently that they are forced out of business; the 

^ Those who care to learn of specific cases of fraud in modern business life 
will find some interesting samples in Yowr Money's Worth, by Stuart Chase 
and F. J. Schlink, New York, The Macmillan Company, 1931. The reports 
of the Federal Trade Commission also throw much light on this subject. 
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latter, however, are promptly replaced by other enterprisers eager 
to demonstrate their ability to achieve business success. Thus we 
have, in every line of competitive business over a long period of 
time, a continual weeding-out process. Of course, there is always the 
chance of being one of the winners; and the spirit of the optimist, 
and perhaps something of the spirit of the gambler that lures the 
public into the stock market, leads the individual into the arena of 
business enterprise where, though many go down in the fray, there 
is always a chance of making good and achieving economic success. 

Profits and Unrecognized Managerial Ability. Positive net 
profits, it may be said once more, do not arise from the superior 
managerial ability of the enterpriser, except in so far as he is able to 
conduct a business in such manner as to yield a greater product, as 
a manager, than he could secure in the foim of wages of manage- 
ment if he were to hire himself out to another enteipriser. 

He might, for example, as a manager contribute to his own busi- 
ness $25,000 worth of product, and yet be classified by outsiders as 
a $20,000 man, and be able to command no more if he worked for 
another. In such event, the $5000 extra that he realizes through 
conducting his own business is a payment contingent upon the own- 
ership of the business, and is therefore net profits. As owner he is 
residual claimant, and is able to collect the full marginal product 
of his managerial ability, part of which he would lose if he were 
not in business for himself. 

There is the further possibility that the greater freedom of action 
enjoyed by the able manager who runs his own business may result 
in gains that could not be realized if he were an employee of another 
enterpriser. If in business for himself, he might, for example, pursue 
an enlightened labor policy which would win the loyal and en- 
thusiastic support of his workers and result in low unit costs of 
production. But when he served as a hired manager, this labor 
policy might be vetoed or hampered, and the good will and co- 
operation of the employees be lost as a consequence. His contribution 
as manager would, of course, be greater in the fonner than in the 
latter instance. The difference, since it would not be collectible in 
wages of management, would be net profits. All gains, therefore, that 
are attributable to unusual managerial ability which brings to the 
manager no additional income unless he is engaged in business on 
his own account, must come under this same heading. 
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Profits are a return for the assumption of the ownership of busi- 
ness. 

Gross profits are the diflFerence between the total receipts and 
total expenditures of a business. 

Net profits are gross profits less deductions for the use of land, 
labor, or capital that the enterpriser has invested in the business. 


1. Define '‘profits.” 

2. Distinguish between "gross profits” and "net profits.” 

3. Give a synonym for "net profits.” 

4. To which kind of profits does the economist usually refer? 

5. How does it happen that wages, rent, and interest are sometimes 
included by business men in their profits? 

6. If profits, as estimated by business men, include any elements of 
wages, rent, or interest, why does the economist suggest that these 
items be deducted? 

7. Many economists contend that profits should be thought of as a 
"residuum,” Just what does this mean? 

8. Net profits are "the return that may come to a person through the 
ownership of a business, which is not the same thing as the owner- 
ship of all, or part, of the land or capital used in the enterprise.” 
Explain. 

9. What are "negative profits”? 

10. "The bearing of non-insurable risks is the special function of the 
business enterpriser.” What kinds of risks are non-insurable? How 
may they lead to profits? 

iy Explain the manner in which changes in price levels may bring 
positive or negative profits. 

12. How may unpredictable changes in the supply of or demand for a 
commodity bring profits, positive or negative? 

13. Farming is said to be an especially risky business. Why? 

14. Explain how profits may result from conditions brought about by 
war. 

15. Contrast profits in w^ell-established industries with profits in new and 
venturesome businesses. 

16. Do stockholders share in the profits of the business? If so, by what 
" right? 

17. We have said, in our discussion of prices, that there is a tendency for 
the total costs of production to equal the selling price of a given 
commodity. If this is true, how can profits arise? 

18. How may ignorance on the part of wage earners lead to profits for 
business men? 

19. Profits are sometimes said to be attributable in part to the fact that 
enterprisers often make relatively long-time contracts for land, labor, 
and capital. Why may profits arise foom the existence of long-time 

' contracts? 
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20. Explain how the existence of a monopoly may give rise to profits. 

21. Why is it that a business that is protected by a tarijff is sometimes 
able to make larger profits than it would make without this protec- 
tion? 

22. Profits sometimes arise from engaging in predatory activities. Give 
several examples of such activities. 

23. Distinguish between average profits and individual profits. 
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30. The Principles of Consumption 


Consumption is the goal of production— man makes economic goods 
in order to have them available for use in the satisfaction of his 
many wants. Gf the multiplicity of human wants and difficulty of 
fulfilling them because of the scarcity of goods, we had much to say 
in Chapter 1; and in the chapters that followed we have dealt with 
some of the complicated processes through which economic goods 
come into being, are evaluated, and are eventually divided among 
those who have provided society with the agents of production- 
land, labor, capital, and business enterprise. Having spent a con- 
siderable time examining the operation of our productive system, 
and noting, as we have proceeded, some of its defects as well as 
its merits, we shall venture, in this chapter, into the field of con- 
sumption, toward which we have been marching through some 
hundreds of pages. 

The Meaning of Consumption. In much of our discussion we 
have talked about producers’ goods, or capital, but we now center 
our attention upon consumers’ goods, which we defined in Chapter 
2 as produced goods in the possession of the persons by whom they 
will be used in the direct satisfaction of wants. Consumption con- 
sists of the utilization of goods that answer this description, and of 
the non-material goods which we call services. Producers’ goods, 
too, are utilized, but utilization of this kind is production, not con- 
sumption. When a baker uses his oven to make a loaf of bread, he 
engages in an act of production; but when a hungry man uses the 
loaf to satisfy his craving for food, his is an act of consumption. The 
baking of the loaf— production— makes possible the appeasement of 
hunger— consumption; the former is the means, the latter the end. 

‘‘Neglect^^ of Consumption by Economists. In view of the 
obvious importance of consumption, it may seem strange that we 
have allotted but one chapter— less than 4 per cent of the total num- 
ber in the present work— to its treatment. This, however, is more 
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space than is commonly given to a consideration of consumption in 
economics textbooks. Mr, J. A. Hobson^ whose writings have shed 
much light upon this branch of economic thought, has commented 
upon the subordination of consumption to production in the works 
of writers on economics. “When the products of industry pass over 
the retail counter, economic science almost loses count of them,” he 
says. “They pass from sight into the mysterious maw of 'the con- 
sumer.' It has never occurred to the economist that it is just as impor- 
tant to have a clear and close knowledge of what happens to products 
when they have become consumers' goods, as it is to trace their his- 
tory in the productive stages.” ^ 

There is unquestionably something of justice in this obseiwation, 
but it must be added that the seeming neglect of consumption by 
writers on economics has not necessarily resulted from a lack of 
appreciation of its significance. The truth of the matter is that there is 
surprisingly little that can be said about consumption in an exact 
way; and many writers have preferred to write but sparingly, or 
not at all, on a subject which does not lend itself readily to scientific 
treatment. 

The fruits of production are economic goods, which are objective 
and measurable; but the fruits of consumption are human satisfac- 
tions, and are therefore subjective, variable as betvi^een individuals, 
and largely incapable of measurement. Nevertheless, consumption is 
a vital process, there are things that can and should be said about 
it, and— having warned the reader that the subject is not, in general, 
reducible to exact principles— we shall proceed to say them. 

The Choices of Consumees 

The wants of people are made effective, in a price economy such 
as ours, through the medium of demand; for demand, from the indi- 
vidiiaFs point of view, is the expression of his wants, backed up by 
purchasing power. But human wants are many, and goods are 
scarce. Relatively few persons have money incomes sufficiently large 
to permit them to satisfy all their wants in the way of economic 
goods. Consequently, most people must go without some of the 
goods they would like to have; and this means that decisions, or 
choices, are continually being made by all who exercise their func- 
tion as purchasers of consumers' goods. 

A. Hobson, Work and Wealth, London, George Allen & Unwin, Ltd., 
1933, rev. ed., p. 6. 
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The Basis of Consumers’ Choice. Just why people choose to 
buy certain commodities and services rather than other goods that 
are available is a question we cannot pretend to answer, except in 
the most general terms. It is probable that most choices are made 
in the hope of maximizing the satisfactions that can be had through 
the expenditure of a given money income—and this is an idea that 
we shall develop in some detail a little later in the present chapter. 
To this statement we made add Mr. Hobsons reflection to the effect 
that three factors— environmental, industrial, and conventional— in- 
fluence powerfully the choices that people make in spending their 
money, and that environmental and industrial influences are more 
largely productive of wise choices than are conventional influences. 

But having said this, we can scarcely claim to have given an ade- 
quate explanation of consumers* choices. Indeed, most economists 
have abandoned hope of finding a completely satisfactory explana- 
tion, at least for the present. The truth of this statement is evident 
in the usual treatment of value theory. In explaining how the price 
of an economic good is determined, it is customary to assume a con- 
dition of demand and to proceed upon that assumption, without 
undertaking to explain the consumers’ choices that have combined 
to bring about the given condition of demand. We are not criticizing 
this procedure. On the contrary, we commend it; for human motives 
in the field of consumers’ choices, as in other fields, are difiBcult if 
not impossible to fathom; and it is surely the part of intellectual 
honesty to admit the fact frankly. There can be no objection, of 
course, to listing (as some writers do) the factors which may pos- 
sibly play a part in affecting consumers’ choices. 

The Regulation of Consumption by Prices. Of the effect of 
one such factor— price— we can speak with considerable assurance. 
For however much a person may desire a certain good, and for 
whatever reasons, he cannot make his desire effective, and thus 
convert it into a consumers’ choice that has significance, unless he is 
able to pay the price sellers insist upon getting. The high price of 
many an economic good puts it quite beyond the reach of most 
members of society. Moreover, a change in the price of a commodity 
or service that is in very common use will also affect the amount that 
is consumed.^ 

Consumption, then, is very largely regulated by prices, and the 
influence that prices exert is, of course, one which tends to en- 

2 See, in this connection, chap, 16. 
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courage the consumption of a good that is plentiful and discourage 
the consumption of one that is scarce. In these ways, prices exercise 
a stabilizing influence over consumption, spreading out the avail- 
able quantity of a given good fairly smoothly over a period of time, 
and thus avoiding seasons of great scarcity or glut. A similar point 
was made in connection with our discussion of speculation, in which 
we noted that the operations of professional speculators lead, among 
other things, to a greater stability in both the use and prices of the 
commodities in which they deal. 

Our price system provides a sort of automatic regulator of social 
consumption which, in the interests of stability, would have to be 
replaced by an arbitrary control if the present economic order 
should ever give way to one which lacked a system of prices related 
to scarcity. 

Consumption, the Guide to Production. How do business 
enterprisers know what goods to produce, and In what quantities? 
Shall they turn out less clothing and more food? If so, shall they 
increase the output of meat or cereals? And if the former, shall the 
increase take the form of beef, pork, or mutton? These and similar 
questions by the thousands must find answer day by day in our eco- 
nomic order. And— with certain exceptions— the answers must come 
from consumers. 

For, in the final analysis, it is the consumers who tell the enter- 
prisers what to produce, and what not to produce. Since consump- 
tion is the goal of production, the goal is not reached unless and 
until the commodities and services turned out are acceptable to and 
accepted by the consumers. Economic goods are commonly pro- 
duced in anticipation of demand, and if, when they appear on the 
market, they do not appeal to the prospective consumers, the ex- 
pected demand will fail to materialize. That way, as enterprisers 
know, lies bankruptcy. And so, though some rash souls produce 
goods with the thought of bulldozing the public into buying, by 
far the larger number of producers keep an ear to the ground, listen- 
ing intently for word of what the consumers are likely to buy. 

In the case of well-established commodities and services, this 
information is not particularly hard to get. Consumers' choices lead 
to a steady demand, year after year, for many kinds of goods. This 
is especially likely to be true of staple items, in which there is but 
little scope for the expression of individual taste. But in some fields 
of consumption have come changes in demand almost revolutionary 


THE PRINCIFLES OF CONSUMPTION 


567 


in their nature, so sudden have they been and so widespread their 
consequences. In the commercial theater, for example, during the 
past quarter-century, the 'legitimate'" drama and vaudeville were 
almost wholly supplanted by silent pictures, and these in turn gave 
way to the "talkies." Where, we might ask, are the blue serge suits 
so popular among the men of two decades ago? And what has be- 
come of the miniature golf courses that dotted the landscape from 
coast to cast in the late nineteen-twenties? They have, of course, 
gone the way of all economic goods that fall into disfavor with that 
court of last resort—the consumers. Only so long as people continue 
to buy, can enterprises continue to produce. 

Far-Reaching Ejffects of Consumers’ Choices. Whether people 
buy or refuse to buy may have important economic consequences. 
When there was a radical change in feminine coiffures a number of 
years ago, some tliousands of Orientals lost their means of livelihood 
because of the decline in the demand for hair nets. And when 
women turned from high to low shoes, which required only a 
fraction as much leather in their manufacture, this change in con- 
sumers' choices was felt in businesses that apparently had little or 
no connection with the shoe industry. It resulted, for example, in 
higher prices for house-plastering! For the lessened demand for 
leather led to a smaller production of goats; this in turn reduced the 
quantity of goat hair available for use in the plastering trade; and 
this decrease, in the absence of any change in demand, raised the 
costs of production in house-plastering, and brought a price advance 
in this branch of the building industry. 

Indeed, it is almost inevitable that every change in consumers' 
demand will be felt somewhere— probably fairly near at hand, but 
possibly on the other side of the globe— in the field of consumption 
or production, or both. If the demand for a consumers' good declines, 
the money formerly spent for it is likely to be used to buy other 
kinds of consumers' goods, and they of course will experience an 
increase in demand. This means a shift in the agents of production; 
for land, labor, capital, and business enterprise tend to move about 
continually, shifting from declining industries to those which for the 
moment are expanding. As is evident from a study of unemployment,® 
the shift of labor is not always easily made, and genuine privation 
may result when industrial workers are cast aside. Capital, too, is 
often difficult to transfer, for much of our industrial machinery is 

® See chap. 9. 
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highly specialized, and is useless for any purpose other than the 
one for which it was designed. By way of casual illustration, we 
may note that the sudden change from silent to talking pictures 
meant the scrapping of huge quantities of specialized capital, and 
the purchase of new equipment of a different kind, on the part of 
both the producers of films and those who exhibit them to the 
picture-loving public. As one writer has said, '‘business has wings” 
and its movements in some fields are exceedingly eiTatic. But this 
would seem to be a natural and unavoidable situation so long as 
consumers are free to choose what they will buy, and more par- 
ticularly in those countries in which many people have incomes 
suflSciently large to enable them to consume luxuries. 

We are not, on this account, suggesting that the consumers' freedom 
of choice should be curbed. We feel that, in general, the consumer 
is in a better position than anyone else to direct the expenditure 
of his money income. This statement should be qualified by the 
observation that society owes it to its members to give them as much 
assistance as possible in arriving at wise decisions, But we hold to 
the view that the consumers' power to accept and reject has aided 
in the development of many genuinely useful commodities and 
services; and it seems probable, further, that the satisfaction experi- 
enced in the consumption of a good may be enhanced by the fact 
that the good was chosen freely by the consumer, and not tlirust 
upon him by another. 

iNravmuAU AND Social Maximization of Satisfactions 

Since production is the creation of utility, and consumption is the 
goal of production, it follows that production comes closest to real- 
izing its full possibilities when real income is so constituted as to 
bring about the maximization of satisfactions, 

A Note. on the Principle of Diminishing Utility* : It is scarcely 
possible to talk intelligently about the maximization of satisfactions 
without reference to the principle of diminishing utility, which we 
discussed in our treatment of the Law of Demand.^ The principle 
was there stated as follows: The intensity of a person's desire for a 
unit of a given good diminishes progressively as additional units 
of this good are acquired. Since we use the words 'utility” and "de- 
siredness” interchangeably,® we are justified in restating the principle 

^See chap. 16 . 
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of diminishing utility in these words: The utility of a unit of a given 
good diminishes progi^essively as additional units of this good are 
acquired. 

In the interests of strict accuracy, we must again note a point 
which was made in Chapter 16—that the buyer of a good may find, 
upon consuming his purchase, that his advance calculations were 
faulty; that he has received less, or more, satisfaction from the good 
than he anticipated; and that, though the price paid unquestionably 
measures the marginal utility of the good (since otherwise he would 
not have bought it), it does not, in the strict sense of the term, 
measure accurately the satisfaction derived from consuming it.® But 
having made this explanation, we shall proceed for the present to 
disregard the distinction between utility and satisfaction. For we 
concur in Professor Pigou s view that, in general, ‘not much harm 
is likely to be done by the current practice of regarding money 
demand price indifferently as the measure of a desire and as the 
measure of the satisfaction felt when the desired thing is obtained/" 

Individual Maximization of Utility. Applying now die prin- 
ciple of diminishing utility to the expenditure of a money income, 
we suggest that in order to derive the maximum utility obtainable 
from the use of a money income the spender must distribute his 
purchases so that the marginal utility of the last dollar spent for one 
kind of good will equal exactly the marginal utility of the last dollar 
spent for every other kind. That is to say, there must be an equaliza- 
tion of marginal utilities in all of the several fields of expenditure. 
We may illustrate the point by use of a hypothetical illustration, 
which has been drawn up with some regard for the estimates of 
budget-makers who have studied the actual expenditure of wages 
in the low-income groups. 

Let us assume, then, that a certain laborer receives a wage of fifteen 
dollars a week. In the case of a very small income, it is exceedingly 
important that it shall be made to go as far as possible— for there 
is no room here for waste. This means that the laborer must act in 
accord with the principle of diminishing utility— paying strict heed to 
its implications— for in no other way can he hope to maximize the 
utility that is obtainable through the expenditure of his exceedingly 
modest wage. 

' p. 326. ■■ , 

A. C. Pigou, The Economics of Welfare, hondon, Macmillan & Company, 
Ltd., 1929, p. 24. 
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To this end, he must watch carefully the expenditure of every 
dollar. He must never spend a dollar for a good, if a dollars worth 
of some other good holds greater utility for him. Let us examine, for 
a few moments, Fig. 54, which illustrates graphically the expen- 
diture of the laborers weekly wage of fifteen dollars. For the sake 
of simplicity in explanation, we have assumed that there are but 
five possible fields of expenditure in the economic order in which 
this laborer lives— that is, he may buy only food, clothing, housing, 
fuel, or furnishings. Each of the spaces marked off in the five columns 
shown in Fig. 54 represents the utility of a single dollar s expenditure. 
In the '"food'' column, for instance, there are seven spaces, the largest 
at the bottom and the smallest at the top. This gradual decline in 
size is intended to show that the principle of diminishing utility is 
operating in the laborer's purchase of food. If the diagram pictures 
the situation accurately, the utility of the seventh dollar s purchase 
of food is substantially less than that of the first dollar s purchase in 
the same field. The "clothing" and "housing” cohimns also indicate 
the workings of the principle of diminishing utility. 

It is obvious that a minimum of food, clothing, and housing is 
essential to survival itself. But beyond the point of bare subsistence, 
there is considerable scope for the exercise of freedom of choice. 
The diagram suggests the relative importance of the sevei*al kinds 
of economic goods to the flfteen-dollar-a-week laborer, for it shows 
that he spends seven dollars of the fifteen for food, four dollars for 
clothing, two for housing, and one each for fuel and furnislilngs. 
The utility of the seventh dollars worth of food Is shown to be the 
same as that of the fourth dollar's worth of clothing, and of the 
second dollar's worth of housing. In each of these three fields, the 
utility of the marginal dollars purchase is indicated by the small 
shaded area, and since these areas are equal the marginal utilities 
jare likewise equal. 

If the laborer is to get the maximum of utility to be had from 
spending his fifteen dollars, he must distribute his expenditures in 
the manner shown in the diagram. This is necessarily the case, for 
this is the one and only distribution which will bring about the 
equalization of marginal utilities in all of the five available fields 
of purchase. If the marginal utility of a dollar of expenditure in one 
field (say, food) should be less than in any other (say, clothing), 
this situation would suggest the desirability of spending less on food 
and more on clothing— of using the seventh dollar (or a part of that 
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dollar) to buy clothing instead of food. If the maximization of utility 
is to be realized, dollars ( and possibly quarters, dimes, and pennies ) 
must be moved about in search of utility, and nothing must be spent 
for any type of good whatsoever if its expenditure elsewhere would 
mean greater utility for the spender. Hence, we arrive eventually and 



Clothing Housing 


Fuel Furnishings 


Fig. 54. The Expenditure of a Money Income. i 

The diagram illustrates the operation of the principle 
of diminishing utility. The shaded portions of all five 
columns are of equal size, showing that this distribution 
of money income has resulted in the equalization of “mar- 
ginal utilities'' essential to the maximization of utility in 
die expenditure of a given money income. 

inevitably at an equalization of marginal utilities, such as is indicated 
by the five shaded areas in Fig. 54; and until this equalization takes 
place there can be no maximization of utility. 

The deliberate weighing of utilities is continually going on. There 
are doubtless a few persons whose swollen incomes make it unneces- 
sary to consider seriously whether to make a given purchase or not. 
But income-getters of this class are clearly a very small fraction of 
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society as a whole. Even to those who are exceedingly well off, there 
sometimes comes the necessity of choosing between a new motor 
car and a summer cruise. For the school teacher, it may be a matter 
of seeing Hamlet or buying a new necktie, since he cannot at the 
moment afford both. And in the very lowest of wage groups, the 
question may be one of buying a newspaper or indulging in an extra 
pipe of tobacco, so meager are the incomes of millions of workers 
in our present-day society. 

We are not suggesting that all consumers’ choices are made on a 
calmly calculated, ‘ rationaF basis, for this is far from being the case. 
The extra cost of taking a friend to lunch, or of having medical 
attention for a common cold, is incurred by a good many members of 
society, without giving the matter a second thought. Their incomes 
are so large that this unexpected expense does not mean retrenching 
along some other line. But for every person who is in comfortable 
financial circumstances, there are hundreds or thousands who must 
pinch the pennies in order to make ends meet. To these members 
of “the masses,” the maximization of utility is a matter of the utmost 
importance; and it can be attained only by following the sort of 
procedure we have described. It must be admitted, however, that 
even those who have appallingly low incomes often fail to maximize 
utility, because of ignorance, carelessness, misleading advertising, 
and other causes. 

Present and Future Consumption. Another choice that con- 
sumers must make is whether to have their consumers’ goods now or 
in the future. Though they cannot eat their cake and have it too, they 
may, by delaying consumption for a time, enjoy a somewhat larger 
slice than would be theirs if they declined to wait. By spending only 
a part of their money incomes for consumers’ goods, and investing 
the remainder, either directly or indirectly, in capital, they are 
enabled to receive at a later date, in the form of principal and inter- 
est, a larger amount than they invested. And this, of course, means 
a larger quantity of consumers’ goods than could have been bought 
with the sum originally saved, if no rise in the price level has taken 
place in the period during which the savings were lent out. 

In general, present goods appeal more strongly to income-getters 
than future goods. Indeed, our current theory of interest is based 
upon this assumption.® A few persons, the very wealthy, are not 
required to make this choice. Just as they need not decide whether 

^ See chap. 28. 
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to buy this present good rather than that—since they can afford 
both—so, too, they are relieved of the necessity of choosing between 
present and future goods—f or their ample financial resources insure 
them an abundant supply of consumers’ goods in perpetuity. But 
ordinaiy mortals are continually answering the momentous question 
—to save or not to save— as we have already seen in our discussion 
of interest in Chapter 28. The motives that influence these decisions, 
like most motives back of consumers’ choices, are clothed largely 
in obscurity. Some people are undoubtedly saving against old age, 
and an anticipated inability to earn current income at that future 
time; others are trying to insure a good education for their children; 
while for millions of savers the dismal objective is merely the pro- 
vision of a decent burial when the saver must make his final exit. 
In many instances, of course, it is probable that the prospect of 
interest leads to saving.® 

But we are here concerned not so much with the causes as with 
the results of saving. To a considerable extent, economic progress is 
built upon the accumulation of capital, and the large volume of 
savings in the United States— amounting at times to as much as 
fifteen billion dollars in a single year— has doubtless contributed 
greatly to American economic development. We have benefited 
greatly, then, because some people have chosen future instead of 
present goods. However, this choice is not always a blessing. Mr. 
Hobson, for example, has challenged sharply the social usefulness of 
thrift, in so far as it results in saving instead of spending among those 
who* have very small incomes. 

Saving that means a milkless diet for children, clothing that fails 
to protect the wearer adequately against inclement weather, and the 
neglect of physical ailments or their treatment with patent medicines, 
may be costly saving indeed, both individually and socially. Mr. 
Hobson concludes that not only should the low-income groups not 
be encouraged to save, but they should definitely be discouraged 
from doing so. "No part of the economically necessary fund of annual 
capital ought to be drawn from this sort of saving,” he says. "It is 
literally a coining of human life into instrumental capital, and the 
degradation of the word ‘thrift’ in its application to- such saving is 
a damning commentary upon the false standard of social valuation 
which endorses and approves the sacrifice. The great risks of loss 
which actually attend such saving, and the heavy expenses of the 

® As is explained in tlie discussion of ""‘time-preference” in chap. 28. 
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machinery of its collection and administration, aggravate the 

waste/' 

The total volume of such savings in the United States is, after all, 
relatively small, and their absence would scarcely be noticed. In the 
prosperous year of 1929, the aggregate savings of the people of this 
country amounted to 15.1 billion dollars. The upper IQ per cent of 
the families that contributed to these savings ( those with incomes 
of $4600 or more) saved 13 billion dollars, or 86 per cent of the 
total. The upper 20 per cent of families (including all whose incomes 
were at least $3100) saved 14.8 billions, or 98 per cent of the total 
amount. It follows that the savings of the remaining 80 per cent of 
the population amounted to only 2 per cent of the total American 
savings for that year.^^ 

Though $3100 a year will strike many readers as being a very 
small income, it seems likely that this amount would ordinarily 
peraiit of some slight saving without involving the saver in any of the 
human costs of accumulating capital to which Mr. Hobson objects 
so strenuously. And since 98 per cent of the country's saving is done 
by families having incomes of at least $3100, we may well ask 
whether it might not be socially desirable to try to confine saving 
to such income groups, in view of the considerable sacrifice with 
which savings must be effected if they are made by persons who 
find themselves still lower in the income scale. Of course, any 
deliberate discouragement of saving among those having exceedingly 
small incomes would have to be accompanied by social provision 
for such persons in time of unemployment, sickness, old age, or 
other periods of dependency. But it may be added that the inability 
of the poorly paid to provide for such emergencies—however earn- 
estly they may seek to do so— is now generally admitted; and the 
need for and justice of social provision in such cases is steadily 
winning wider recognition. 

, Social Maximization of Utility. We have seen that the indi- 
vidual who fails to maximize the utility obtainable through the 
expenditure of his money income is, economically speaking, doing 
less well than he might do. So also, some persons believe, is the 
society that fails to distribute its income among its members in such 
a way as to attain the maximization of utility. For (runs the argu- 

J. A. Hobson, Work and Wealth, p. 105. 

Maurice Leven, Harold G. Moiifton, and Clark Warburton, Americds 
Capacity to Consume, Washington, The Brookings Institution, 1934, p. 96. 
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nient) if it is good economics for an individual to seek the maximum 
of satisfaction in consumption, it should be equally good practice 
for a society. 

The social maximization of utility would demand that, in the 
distribution of society s money income, no dollar should go to any 
person if greater social utility would be had through its going to 
another. With the money income so distributed, and with the mem- 
bers of society striving earnestly to maximize the utility obtainable 
from the expenditure of the individual incomes then in hand, the 
available land, labor, capital, and business enterprise would natur- 
ally gravitate to the points where they were most needed. Thus, 
these agents of production would be allocated among the various 
industries in such a way as to bring forth those commodities and 
services which, when purchased by individuals with their money 
incomes, would lead to tlie maximization of utility for society as a 
whole. 

But a society that followed this practice would be quite different 
from the one that we know today. It would, as a matter of course, 
be one from which wildly extravagant purchases would be outlawed 
—a society in which $60,000 sable coats, $1,000,000 “coming out" 
parties, and $5,000,000 private yachts would have no place. The 
enforcement of the principle of the maximization of utility might 
conceivably make the following substitutions for the three unusual 
expenditures noted above: For the $60,000 sable coat, two thousand 
woolen coats at $30 each; for the $1,000,000 “coming out" party, 
four million loaves of bread at 10 cents, and four million quarts of 
milk at 15 cents; and for the $5,000,000 private yacht, one thousand 
small houses at $5000 each.^'^ It is hard to believe that substitutions 
such as these would not increase the sum total of social utility. 

Of course a thoroughgoing adoption of this principle would change 
our habits of consumption almost beyond recognition. The rule of 
“first things first" would apply throughout society, and its application 
would mean the elimination of many commodities and services 

These and other examples of unusual expenditures are given in Paul F. 
Gemmill and Ralph H, Blodgett, Economics: Principles and Problems, New 
York, Harper & Brothers, 1948, 3rd ed., vol. 1, p. 512; also (by the same 
authors). Current Economic Problems, New York, Harper & Brothers, 1947, 
■■■,3rd 'ed., 'p..'491,. ■ ' ' 

^3 These figures are based on ^normar conditions, and not on the inflated 
situation which followed World War II. In 1948, for example, the prices 
would have been much higher, and the quantities much lower, than are sug- 
gested above. 
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which the wealthy and upper middle classes now regard as neces- 
sities, but which to the so-called working class appear to be great 
luxuries. Indeed, a serious and sincere attempt to achieve the social 
maximization of utility would unquestionably wipe out all extreme 
inequalities of income; according to some writers, it would probably 
result (in the interests of ease in administration) in strict equality 
in distribution; and in any event it would doubtless come close to 
distributing "‘to each according to his need’—wliicli, though not at all 
to the liking of most members of the high-income groups of today, 
might find defense on economic grounds, and perhaps on ethical 
grounds as well. 

An increase in social utility would mean an increase in social 
welfare, but, as we have intimated, there are many who would object 
to increasing social welfare by taking from the rich and giving to 
the poor; and yet this is the process through which, directly or 
indirectly, the maximization of utility would have to be effected. 
Some people hold that the rich are public benefactors— that they 
endow libraries, art galleries, and medical schools, and that their 
extravagant spending is beneficial rather than harmful because it 
provides the poor with work. In answer to this latter contention, we 
may observe that the construction of $5,000,000 worth of workers" 
dwellings may provide quite as much employment as the building 
of a $5,000,000 yacht. As for endowments, there is something to be 
said for securing through taxation whatever funds are needed for 
purposes of public health, culture, and education, rather than de- 
pending upon the generosity of wealthy philanthropists for gifts 
which sometimes fail to materialize. 

The Possibility of Attaining Social Max,imization of Utility. 
There are many people who applaud individual attempts to maxi- 
mize utility, but are dead against maximization of utility for society 
as a whole. These objectors, if pressed for an explanation, will fre- 
quently admit that, thongh theoreticallij they favor society's con- 
suming to the greatest advantage the commodities and services it 
produces, 'practically they cannot indorse a scheme that would take 
from the rich and give to the poor. Since the social maximization of 
utility in consumption cannot possibly be achieved without a redis- 
tribution of income, it is evident that the interest of these people in 
social maximization is purely academic. 

There are others who would withhold their support from any 
movement proposing the social maximization of utility, not on the 
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basis of a sentimental attachment for things as they are, but because 
they feel that the goal is impossible of attainment. Human beings, 
they urge, differ widely in then make-up, ranging all the way from 
the genius in the field of science, art, or business, down to Edwin 
Markham's man with the hoe~ ‘a thing that grieves not and that 
never hopes, stolid and stunned, a brother to the ox." How, they ask, 
can society hope to measure individual capacity to derive satisfaction 
from the consumption of commodities and services, on the part of 
people whose heredity and environment vary so greatly; and how, 
unless this is possible, can society expect to maximize utility in con- 
sumption? 

The question is a fair one, and one to which, unfortunately, we do 
not know the answer. However, it may be suggested, by way of 
partial reply, that the inability to do a job perfectly does not mean 
that it should not be done at all. If a people should decide that the 
social maximization of utility is a goal worth striving for, it could 
doubtless make substantial progress in the direction of that goal, 
without waiting for the development of accurate means of measur- 
ing differences in the capacities of different individuals to get satis- 
faction from the consumption of various kinds of economic goods. 
For, though there are undeniable differences of this kind, they are 
unquestionably less pronounced than the pi*esent differences in 
individual incomes. Moreover, many of these differences in human 
capacities are, beyond all doubt, differences that result from environ- 
ment rather than heredity, and these would tend to disappear as 
the present-day members of society passed gradually from the scene 
— assuming, of course, that the program to maximize utility was 
launched forthwith. 

Yet another point should be noted in this connection. Though the 
specific goods that satisfy human needs most fully differ consider- 
ably as between individuals, there is no reason to suppose that the 
total amount of individual income needed by one person is neces- 
sarily very different from that needed by another. The case is well 
stated by Mr. Hobson: "An absolutely equal distribution of bread, 
or any other necessity of life, on a per caput basis, would evidently 
be a wasteful economy. What applies to the prime physical wants 
will apply more largely to the goods which supply liigher wants. 
For as one ascends from the purely animal to the spiritual wants, 
the divergences in capacity of utilization will grow. This does not 
necessarily imply very wide differences in the aggregate quantity 
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of wealth which can be usefully consumed by different persons, 
because deficiencies in some tastes or capacities may be compensated 
by development of others. Moreover, the widest personal differences 
will usually lie outside the range of economic satisfaction/' 

If, then, the members of a society regard the social maximization 
of utility as worth while, they need not be deterred by the fear that 
the goal is wholly beyond their reach. Those who work for social 
advance along economic lines, as in other fields, must often content 
themselves with a smaller degree of progress than they had hoped 
for. Trying to get the most out of consumption for society as a whole 
may be a Herculean task, but that is scarcely a sound reason for not 
attempting it. For, as Sir Philip Sidney said several centuries ago: 
"Who shootes at the midday sonne, though he be sure he shall never 
hit the marke, yet as sure he is he shall shoote higher than who 
aymes but at a bush.” Any increase in social utility that might be 
achieved, though it falls far short of full maximization, will be 
accounted better than no increase at all by those who believe sin- 
cerely that the social maximization of utility in consumption is a 
goal worth aiming at. 

Consumption in the Form of Leisure. Earlier in the chapter 
we discussed consumers' choices as among different kinds of con- 
sumers' goods, and as between present and future goods. But there is 
yet another type of choice which people, individually or in groups, 
are called upon to make—the choice between much consumers' 
goods and little leisure, on the one hand, and less goods and more 
leisure, on the other. There is little point to having a huge income 
in the form of consumers' goods if the business of acquiring them 
robs one of leisure in which to enjoy these goods. "‘What is a man,” 
asks Hamlet, "if his chief good, and [profit] of his time, be but to 
sleep and feed? A beast, no more.” 

Leisure, it would seem, is an indispensable condition to the at- 
tainment of a well-rounded life. Mr. Hobson appropriately calls it 
"the opportunity of opportunities.” However great a young man's 
native ability may be, he is powerless to develop it unless he has 
leisure. Herein lies the explanation of the low economic estate of 
many people whom circumstances have compelled to leave school 
and settle down to steady jobs as mere children; for they were 
handicapped from the very start by the absence of the leisure which 
the pursuit of many kinds of training demands. 

A. Hobson, Work and Wealth, p, 108. 
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However, we are interested chiefly, in our present discussion, in 
the individuals division of his time between living oxid Tticiking u 
living, once he has permanently joined the army of the gainfully 
employed. This, it should be said, is primarily a group rather than 
an individual matter to decide. For the average worker, however 
much he may desire leisure, is not in a position to work only six 
hours a day if his occupation is one in which eight hours constitute 
the established working day. It is usually groups of workers (operat- 
ing thi'ough collective bargaining), or employers prompted perhaps 
by their employees, that decide what hours of work shall prevail, 
and these decisions in turn determine how much or how little leisure 
large masses of working people are to enjoy. 

The choice between more consumers’ goods and more leisure is 
related more closely, then, to social than to individual maximiza- 
tion of utility. Over a long period of time, it is quite possible to have 
an increase in both consumers’ goods and leisure, as is demonstrated 
by the fact that real wages have been raised and hours of labor 
lowered substantially in the United States during the past half- 
century, This sort of thing is possible, of course, during a period of 
technological progress. But at any given time— say, in the year 1948 
or 1949— a gain in leisure is likely to take place only through a 
sacrifice of consumers’ goods. The demand made by organized labor, 
in the 1930’s, for the thirty-hour week seemed to suggest that the 
choice had already been made by the labor groups, but it remains to 
be seen whether they can actually put it into effect. If they succeed 
in so doing, they will almost certainly have to get along on a smaller 
quantity of commodities and services than would be theirs if they 
worked forty hours a week. For it is virtually inconceivable that 
at a given time and with no change in the technique of production 
as much goods can be turned out in thirty hours of work as could 
be turned out in forty hours. 

This does not mean that the movement toward greater leisure is 
unwise. It might, on the contrary, have a profoundly beneficial 
effect upon both individual members of society and society as a 
whole. The outcome would depend upon how this additional leisure 
time was employed. If used for wholesome recreation, for the pursuit 
of hobbies, for self-development, for community undertakings of 
various kinds, and for the exercise of a positive and intelligent inter- 
est in social affairs generally, the loss in economic goods would 


580 FUNDAMEISITALS OF ECONOMICS 

probably be as nothing in comparison with the gain in the ''good 
life” that would accrue to great numbers of people. 

But though gains such as these are doubtless more important 
than the economic goods that could have been made had these 
leisure hours been given over to work, we must not delude ourselves 
into supposing that we can have both the leisure and the goods. 
And however laudable the drive for shorter hours may be, we should 
recognize the fact that it is based largely upon a false premise—the 
notion that hours of labor must be shortened so that there will be 
enough work to go around. Apparently some people do not realize 
that if the thirty-hour week would give employment to all who 
want it, the forty-five-hour week would do not only that, but would 
also provide a national income approximately 50 per cent larger 
than could be had under the shorter week. We are not arguing that 
the longer working week is preferable, but merely that it would 
provide us with more economic goods, and, as was shown clearly 
in our study of the "make work” fallacy,^® would not necessarily lead 
to unemployment. 


1. What justification, if any, is there for saying that consumption is 
the goal of production? 

2. Coal consumed in a locomotive is not consumption, but coal con- 
sumed in a house-heating furnace is consumption. Explain. 

3. "The subject of consumption should be treated as extensively as 
production, in economics textbooks.” Argue pro and con. 

4. In spending their money incomes, why do people choose certain 
commodities and services instead of other economic goods? 

5. "Consumption is regulated by prices.” Explain. 

6. It is sometimes said that production is guided by consumers. What 
is the meaning of this statement? 

7. "Whether people buy or refuse to buy may have Important economic 
consequences.” Why? 

8. What has the principle of diminishing utility to do with the maxi- 
mization of utility in consumption? 

9. How can an individual know when he has maximized the utility 
obtainable through the expenditure of his money iiicome? 

10. In what way is the equalization of marginal utilities related to the 
maximization of utility in consumption? 

11. The maximization of utility is a matter of the utmost importance to 
those who have small money incomes. What factors might lead to 
their failure to achieve maximization? 
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12. Discuss present and future consumption, and explain why people 
sometimes choose the latter in preference to the former. 

13. What is Mr. Hobson’s attitude toward future rather than pres- 
ent consumption for members of the low-income groups? Why does 
he adopt this attitude? 

14. What part of the savings of the United States in 1929 was made by 
those belonging to families having family incomes of less than $3100 
each? What conclusion in the chapter is based in part upon this 
situation? 

15. State, in your own words, how the distribution of income would 
probably be affected by a sincere attempt to maximize the social 
utility of consumption. 

16. How would the maximization of utility affect "conspicuous consump- 
tion”? Why? 

17. Do not the extravagant expenditures of the very wealthy provide 
work for others? Is this not sufficient justification for such expendi- 
tures? Why or why not? 

18. Discuss the possibility of actually achieving the social maximization 
of utility in consumption. 

19. Are there any serious obstacles to the attainment of the individual 
maximization of utility in consumption? Explain. 

20. What is Mr. Hobson’s answer to the statement that the great 
differences in human capacities for getting satisfaction from con- 
sumption lead to the necessity of having great differences in in- 
dividual incomes? 

21. Discuss leisure as "the opportunity of opportunities.” 

22. Upon what economic fallacy is the appeal for a thirty-hour working 
week sometimes based? 
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tion, economic 
Economic concepts, ch. 2 
Economic drama, 15, 16 
Economic goods, Alfred Marshall on, 
19, 20 

and free goods, 19-28 
claims upon, 23-25 
defined, 19, 33 
nature of, 19-23 
outline of, 28 

See also^ Goods . 

Economic harmonies, doctrine of, 51- 
53 

Adam Smith on, 51 
example of, 51, 52 
restated, 53 
stated, 51 

T. N. Carver on, 53 
weaknesses of, 52, 53 
Economic inequality, and human 
wants, 12-14 
Henry Clay on, 13, 14 
Economic institutions, ch* 3 
competition, 45-50 
cooperation, 50, 51 
economic harmony, 51-53 
free enterprise, 41-44 
freedom of contract, 44, 45 
private property, 39-41 
self-interest, 3.^39 
Economic man, 86-39 


criticism of, 36, 37 
examples of, 37-39 
modification of concept, 37-39 
nature of concept, 36 
Economic motives, 37-39 
Sydney Chapman on, 38 

See also Economic man; Self- 
interest 

Economic progress, and free enter- 
prise, 41 

and private property, 40, 41 
and self-interest, 39 
Economic stability, problems of, see 
Business cycle; Price level 
changes 

Economics, defined, 18 
scientific nature of, 18, 19 
Edie, L. D. (ed. ), The Stabilization 
of Business, cited, 295 
Elasticity of credit, 249-256 
and rediscount rates, 257 
control of, 256-260; effectiveness 
of, 258, 259 
illustration of, 253, 254 
under Federal Reserve System, 
250-256 

See also Commercial banking; 
Federal Reserve System 
Elasticity of demand, 332-335 
and monopoly price, 400, 401 
Ely, R. T., on contract, 44, 45 
Property and Contract, cited, 44, 
45 

Emergency Banking Act of 1933, 196, 
197 

Enterprise, business, defined, 65, 66 
See also Enterpriser 
Enterpriser, and business risk. 111, 
112, 158-161 

cooperative association, 125-127 
corporation, 115-125 
defined, 65, 71 
functions of, 65, 66 
individual, 112, 113 
number in United States, 66 
partnership, 113-115 
public ownership, 128-130 
stockholder as, 554, 555 

See also Enterprise, business 
Equality of opportunity, obstacles to, 
43, 44 

Equation of exchange, 269-271 
Exchange, ch. 10 
advantages of, 178-180, 182 
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Exclvdnge-~(Continued) 
agencies of, 182-186 
and specialization, 178 
and value, 318, 319 
barter, 178, 179 
conditions of, 178 
costs of, 185, 186 
credit, 180, 181 
direct and indirect, 178-182 
example of, 183, 184 
gainers through, 182 
‘'Keep Money at Home” theory, 
186-189 

“Make Work” theory, 189-193 
money, 179-182 
nature of, 178 
types of, 178-181 

See also Distribution of goods 
Exchanges, commodity, 169 
stock^ 175, 176 

See also Speculation 
Expansion of business unit, 141-147 
by horizontal combination, 142-144 
by integration, 144-147 
by vertical combination, 144-147 
example from shoe industry, 141, 
142 

See also Large-scale produc- 
tion 

Exports, American, destinations of, 
453, 454 

importance of manufactures in, 453 
leading items, 449-451 
value of, 449—151 

Failures, bank, see Bank failures 
business, see Business failures 
Fallacies, economic, “Keep Money at 
Home,” 18C>-189 
“Lump of Labor,” 189-193 
“Make Work,” 189-193 
Family budgets, 6, 7 
Federal Deposit Insurance Corpora- 
tion, 249 

Federal Reserve Act, 241 
Federal Reserve agent, 255 
Federal Reserve bank notes, 200 
Federal Reserve banks, and branches, 
240-242 

control of, 242, 243 

directors of, 242, 243 

nature of, 241, 242 

number and location of, 240, 241 

use of profits, 242 
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See also Federal Reserve Sys- 
tem 

Federal Reserve Board, see Board of 
Governors of Federal Reserve 
System 

Federal Reserve notes, 200, 254-256 
aid in business crises, 256 
and elasticity of credit, 254-256 
security against issues of, 255, 256 
Federal Reserve System, ch. 13 
and chec'k eoileetion, 236, 237 
and credit etmtroi, 256-260 
and elasticity of credit, 249-256 
and financial panics, 255, 256 
and price-level control, 281, 282 
and security, 245-249 
and stal>ilization of busmess, 301, 
302 

Board of Go\'(Tnors of, 243-245 
centralization of reserv'es, 247, 248 
changes in rediscount rates, 257 
districts of, 240, 241 
Federal Reser\'e agent, 255 
gold settlement fund, 236 
in post-1929 depression, 248, 249 
inter-district settlement fund, 236 
member banks, 242, 243 
open-markcjt operations, 257, 258 
purposes of, 240 
rediscounting, 250-256 
structure of, 240-245 
usefulness in emergency, 255, 256 
See also Board of Governors 
of Fedctrul Resen'e System; 
Federal Reserve banks 
Federal Trade Commission, cited, 
400, 409 

Fiat money, 202, 203 
Fisher, Irving, on price index num- 
bers, 265 

on prices and Imsiness cvcl(‘s, 302 
stabilized dtdlar, 280, 281 
The Making of Index Numbers, 
Cited., 265 

Fluctuations, in business aclivity, ch. 
15 . 

in general prices, ch. 14 
Ford, Htmry, in competitive market- 
ing, 47 

in industrial integration, 144, 145 
Mtj Life and Work, citcrl, 97 
on experimental work, 137 
on simplification of tasks, 97 
Today and Tomorrow, 137 
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Ford automobiles in competition with 
Chevrolet cars, 47 

Ford Motor Car Company and re- 
invested earnings, 226, 227 
See also Ford, Henry 
Forecasting, business, Babson Statisti- 
cal Service, 160 

Harvard Economic Service, 160 
Foreign exchange, 461-474 
changes in rates of, 469, 470 
dealers in, 464-468 
defined, 464 

examples of use of, 464-474 
foreign balances, 465, 466 
gold shipping points, 470, 471 
par of, defined, 479 
purchasing-power parity, 471-473 
rates of, 468-470, 477, 479 
speculation in, 473, 474 
triangular, 466-468 
Form utility, 57 
Fortune, cited, 311, 313, 314 
Franchises as obstacles to free enter- 
prise, 43 

Free coinage, defined, 207, 215 
Free enterprise, 41-44 

and equality of opportunity, 43, 44 
beginnings of, 41, 42 
benefits of, 41 
defined, 41 
meaning of, 41 
restrictions upon, 42, 43 
Free goods, and economic goods, 19- 
21 

defined, 19, S3 

See also Goods 
Free trade, ease for, 455-458 
Freedom of contracrt, see Contract 
Full employment, critica'srns of public 
spending for, 314, 315 
current attitude toward, 313, 314 
governnumt's role in, 309-313 
Keynesian approach to full employ- 
ment, 308 

meaning of, 310, 311 
**ofi'sets” to savings, 308, 309 
paying for, 3.12, 313 
theory of, 3()7-3l5 
Functions of money, 207-210 
basis of credit, 210 
medium of exchange, 207, 208 
standard of deferred payments, 209, 
210 

standard of values, 208, 209 
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Futures contract, benefits of, 171-174 
defined, 169, 171 
examples of, 171-174 

Gemmill, P. F., An Economics Ques- 
tion Book, cited, 235 
Current Economic Problems cited, 
575 

Economics: Principles and Prob- 
lems, cited, 575 

General Motors Corporation in com- 
petition, 47 

Gentlemen's agreements, effects on 
competition, 49 

Giass-Steagall Act, on double liability, 
117 

on rediscounting privilege, 251 
Gold dollar, see Dollar, United States 
Gold money, 195-197, 205 
bullion, 195-197 

change in bullion content, 196, 197 
profit through weight reduction, 213 
withdrawal from circulation, 197, 
198 

Gold movements, 475-478 
Gold purchase plan, see Gold Reserve 
Act of 1934 

Gold Reserve Act of 1934, and gold 
purchase, 213, 214 
and price of gold, 213 
Gold settlement fund, 236, 237 
Gold shipping points, 470, 471 
Goldenweiser, E. A,, cited, 310 
Good will, and monopoly, 408, 409 
as claim on economic goods, 24 
Goods, defined, 19, 33 

durable and non-durable, 26 
economic, 19-28 
free, 19, 20 

material and non-material, 21-28 
outline of, 28 
scarcity of, 10-15 

See also Economic goods 
Government ownership, see Public 
ownership 

Government paper money, 198, 199 
Gratuitous coinage, 207 
Gray, Alexander, on production, 56 
The Development of Economic 
Doctrine, cited, 56 
Greenbacks, United States notes 
Gresham's Law, 213 

and inconvertible money, 213 
stated, 213, 216 
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Hansen, Alvin H., cited, 310, 811, 
313, 315 

Hardy, G. O., on futures contract, 

169 

Rh'k and Risk-Bearing, cited, 169 
Wanime Control of Prices, cited, 
284, f.n. 

Hart, Schaffner and Marx, large-scale 
manufacturing, 133 
Har\ ard Economic Service, 160 
Hedging, benefits, 174 
examples of, 171—174 
imperfect hedge, 172-174 
Hobson, J. A., ‘"neglect” of consump- 
tion, 563, 564 

on capital accumulation, 573 
on economic consumption, 8, 9 
on human needs, 577, 578 
on leisure, 578 

waste of human talent, 523, 524 
Work and Wealth, cited, 9, 524, 
578 

Hoffman, G. W., Future Trading and 
Cash-Grain Market, cited, 169, 

170 

on futures contract, 170 
Hoffman, Paul G., on dangers of busi- 
ness fiuctuations, 315, 316, f.n. 
Hofmann, Josef, cited, 21 
Holding companies, as monopolies, 
148, 149 

defined, 148, 149 

See also Monopoly 

Imperfect competition, ch. 21 
and advertising, 417 
and location, 416 
and profits, 555-558 
and sales policies, 416, 417 
and special services, 417 
and substitution, 412 
demand under, defined, 418, 419 
differentiation, in product, 411-415; 

in sales conditions, 415-418 
earmarks of, 412 
nature of, 411-418 
prevalence of, 415 
prices under, 418-423 
supply under, defined, 418, 419 
Imports, American, importance of raw 
materials, 453 
leading items of, 451-453 
sources of, 453, 454 
value of, 451-453 
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Income, and permanent investments, 
225, 226 

' and price levels, 275-278 
and wealth, 28-32 
changes in, 30-32 
defined, 28, 33 
diagram of, 70 

family, in United States, 6-8, 12, 13 

gross and net, 32, 33 

in United States, 29 

individual, 32, 33 

irregular, 14, 15 

loss of, 30-32 

money and real, 32 

national, 29 

non-consum(M.l, 29 

per capita in United States, 12 

psychic, 32 

seasonal, 14 

See also Distribution of income 
Inconvertible paper m.oney, 202, 203 
^ dangers of, 202, 203 
European experience with, 202 
greenbacks, 202 

Increasing costs, example of, 371-373 
land and, 373 

See ako Costs of production 
Index numbers of general prices, 262- 
268 

and purchasing power, 266, 267 
Carl Snyder s, 264, 265 
changes in, 266-268 
Irving Fisher on, 265 
making of, 262-264 
of Bnnnm of Labor Statistics, 265- 
267 

unweighted, 262, 283 
weighted, 263, 264 

See aka Price level changes 
Individual prices, clrs. 16-22 
and bargaining, 342 
and costs, ch. 18, 36fi-368 
and demand, 325-335 
and distribution of income, 482, 483 
and general prices, 320, 321 
and value, 318, 319 
class, 396-400 

competitive, 338-347, clis. 18 and 
19, 426-133 
defined, 319, 335 
deviations from market price, 345 
dynamic happenings ana, 382-388 
equilibrium, 338-340 
for fixed stock, 338-342 
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for fixed supply, 349-352 
imperfect competition and, ch. 21 
in period of current production, ch. 
22 

Law of One Price, 344-346' 

Law of Supply and Demand, 346, 

347 

long-run, clis. 18--20, 420-423 
market, '323, 324 

monopoly, 347-352, ch. 20, 433-437 
of productive agents, 360, 361 
optimum firm, 140, 141, 366, 367 
short-run, ch. 17, 418-420 
Theory of Monopoly Price, 391 
under constant costs, 368-371 
under decreasing costs, 373-376 
under increasing costs, 371-378 
under joint costs, 371-373 

See also Costs of production; 

Demand; Opportunity costs; 

Supply; Value 

Individual proprietorship, 112, 113 
advantages of, 112, 113 
objections to, 113 

Inflation, and business recovery, 306, 
307 

dangers of, 307 
preparations for, 307 
Institutions, capitalistic, ch. 3 

See also Economic institutions 
Insurance, 166-168 
and lessened uncertainty, 167, 168 
and reduced losses, 168 
Basis of, 167 
land title, 158 
nature of, 166, 167 
on bank deposits, 248, 249 
premiums and benefits, 167 
property, 158 
suretyship, 159 
unemployment, 162, 163 
w{)rkmen*s compensation, 166 
Iritegratlon, industrial, exiimple from 
Ford company, 144, 145 
example from steel industry, 146 
examples of, 144-147 
nature of, 144 

Interchangeable parts, benefits of, 102 
example from arms manufacture, 
102, 103 

example from watch-making, 103 
Inter-district settlement fund, 236, 2S7 
Interest, ch. 28 
and administrative cost, 540 
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and economic inequality, 543, 544 
and risk, 540, 541 
and savings, 529-531 
as a price problem, 531-534 
defined, 529, 546 
explicit and implicit, 542, 543 
gross and net, 540, 546 
in long run, 534-542 
in short run, 531-534 
negative, 536, 537 , 
net, rate of, 534-536 
on fluid savings, 533, 534 
.social usefulness of, 544-546 
time-preference rate, 539, 540 
Time-Preference Theory, 538 
uniform rate of, 540 
See also Savings 

International obligations, payment of, 
ch. 24 

avoidance of gold shipments, 462, 
463 

by cancellation, 463, 464 
examples of, 462-468 
foreign exchange, 464-474 
gold as international money, 461- 
463 

See also Foreign exchange 
International trade, chs. 23 and 24 
absolute advantage, 455, 456 
balance of, 443 

comparative advantage, 456, 457 
comparative costs, 456-458 
complications of, 442 
direction of, 454 

exports from United States, 449-451 
gains through, 455-458 
imports to United States, 451-453 
in prosperity and depression, 449 
items entering into, 443-448 
nature of, 441, 442 
of United States, 442-454 
payments in, ch. 24 
similarity to domestic trade, 441, 
442 

volume of, 441, 442 

See also Balance of intema- 
■ tional payments; Interna- 
tional obligations 
Investment banking, 221-229 

efforts to protect investors, 226-228 
example of pool operations, 225, 226 
investment bankers, 222 
nature of, 219 

reinvested earnings, 226, 227 



In^'estment banking—^ C ontinued) 
Securities Exchange Act of 1934, 
226-228 

security issues in United States, 224 
selection of investments, 222-224 
underwriting and distribution, 224- 
226 

Investment credit, see In\'estmcnt 
banking 

Investments, see Investment banking 

'Invisible hand,” 51-53 

Ise, John, Economics, cited, 315 


Jackson, Chevalier, 21 
Jacobstein, Meyer, and H. G. Moul- 
ton, Effects of the Defense Pro- 
gram on Prices, Wages, and 
Profits, cited, 277 
Joint costs, 376-382 

and changes in demand, 379, 380 
division into individual prices, 378, 
379 

example of, 376-380 
special processing, 380 

. See also Costs of production 
Joint demand, 380, 381 
Joint supply, 376-378 


Keep-Money-at-Home Theory, 186- 
189 

Keynes, J. M., on enforced savings, 
283 

The General Theory of Employ- 
ment, Interest, and Monet/, cited, 
307 

theory of full employment, 307-315 
Knight, C. L., cited, 235 
Kodak, protected by copyright, 24 
Kuhn, Loeb and Company, and in- 
vestment credit, 223 


Labor, and specialization, 105-109 
defined, 63, 71 
examples of, 63, 64 
quantity in United States, 64, 65' 
scarcity of, 11, 12 
types in United States, 63, 64 
Land, agricultural, 501, 502 
and business risk, 157, 158 
and increasing costs, 373 
basis of economic activity, 25 
building sites, 501, 502 
contrasted with capital, 506, 507 
defined, 25, 33, 62, 71 
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diminishing returns in use of, 496- 
498 . 

in United States, 62, 63 . 
marginal, 499, 500, 508 
mineral, 501 
, no-rent, 499, 500 
scarcity of, 11 
types of, 62, 63 
uses in production, 493, 494 
value of, 507,^ 508 

Large-scale production, advantages of, 
133-137 , 

and able management, 135, 136 
and by-products, 136 
and industrial research, 136, 137 
and macIiiiK^ry, 135 
and marketing, 137 
and specialization, 135 
and transportation, 134, 135 
and vari{}iis costs, 133, 134 
development of, 132 
examples of, 133, 138 
inertia of, 387, 388 
opportunities for, 138, 139 
steel industry as example of, 146 
See also Expansion of business 
unit 

Law of Demand, 325-329 
factors affecting, 325-329 
stated, 325 

Law of Diminishing Productivity, 83- 
89 

Law of Diminisl'iing Returns, 73-83 
Law of Diminisliing Utility, 326, 327, 
568, 569 

Law of Monopoly Price, 391 
Law of One Price, 844-346 
violation of, 396-400 
T.aw of Proportionality, 83-89 
Law of Stipply arul Demand, 346, 347 
Law of Variable Proportions, 83-89 
Lawful money, and legal tender, 206 
defined, 206 

Legal tender, and lawful mcmey, 206 
defined, 206 
significance of, 206 
Leven, Maurice, and otliers, America $ 
Capacity to C<msume, cited, 574 
Liability, double, 116, 117 
■ Glass-Steagall Act of 1933, 117 
limited, 116, 117 
of corporation, 116 
of individual proprietorship, 113 , 
of national banks, 117 
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of partnership, 114 
limited, 113 

Liquidation, period of, in business 
cycle, 292, 293, 296 
Long run, cornpetitive prices in, cli. 19 
defined, 366 
. described, 382-388 
meaning of, 366 
monopoly prices in, eh. 20 
supply curves, 370, 372, 375, 377 
Losses, business, see Profits 
Loucks, W. N., on public works and 
unemployment, 303, 304 
Lump-of“Labor Theory, see Make- 
Work Theory 

Make- Work Theory, 189-193 
and social waste, 190 
errors of, 190-193 
nature of, 190 

possible justification of, 192, 193 
practiced by unionists, 190 
Malthus, T. II., on population, 78, 79 
Margin of cultivation, 499, 500 
Marginal costs, 364, 427, 430 
Marginal land, 499, 500 
Marginal product, 483-486 
Marginal productivity, and capital, 
534 

and distribution, 483-490 
and marginal utility, 541 
and rent, 498-503 
and variable proportions, 485, 486 
and wages, 510, 513 
and wages of management, 548, 
549, 560 
concept of, 483 
defined, 484, 491 
under competition, 486—190 
under rion-competiti\o conditions, 
490 

Marginal revenue, 433-435 
Market, defined, 323, 324 
demand, 325 
price, 341 
supply, 325 

Market Basket Plan, 278, 279 
Marketing, .vce Distril^ution of goods 
Marshall, Alfred, Inchi^rtj and Trade, 
cited, 169, 423 
on business risks, 161 
on free and economic goods, 19, 20 
on increasing and decreasing costs, 
374 


on interchangeable parts, 103 
on mobility of labor, 100 
on monopoly mnd competition, 423 
on speculation, 169, 176 
Principles of Economics, cited, 20 
101, 103, 161, 374 
Member banks. Federal Reserve, 242 
243 

as owners of Federal Reserve banks, 
242 

classification of, 237 
eligibility of, 242 
failures of, 243 

number and resources of, 243 
obligations of, 242 
rediscounting, 249-256 
Mill, John Stuart, on diminishing re- 
turns, 73 

Misdirected production and unem- 
ployment, 190, 191 
See also Overproduction 
Mitchell, W. C., Business Cycles, 
cited, 289 

definition of business cycle, 289 
on causes of business cycle, 295 
Monetary systems, 210-213 
bimetallism, 211-213 
monometallism, 211 
of United States after 1933, 215 
R, A. Young on, 215 
Money, ch. 11 
acceptability of, 205, 206 
and wealth, 23, 24 
as claim upon economic goods, 23, 
24 

attributes of, 204, 205 

certificates, 198, 199 

coinage, 206, 207 

convertible, 201, 202 

defined, 204, 215 

early types of, 204 

fiat, 202, 203 

functions of, 207-210 

gold, 196, 197, 205 

gold bullion, 196, 197 

Gresham's Law, 213 

ill circulation, 203 

in exchange, 181, 182 

in Treasury, 203 

inconvertible, 202, 203 

kinds in United States, 195-203 

lawful, defined, 206 

legal tender, 206 

monetary systems, 210-213 
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Money— (Continued) 
nature of, 204-207 
overvalued and undervalued, 212, 
213 

paper, 198-203 
purchasing power of, ch. 14 
quantity in United States, 195, 203 
representative, 201 
silver, 197, 198, 205 
silver bullion, 198 
standard, 197, 210 
subsidiary, 198 

See also Functions of money; 
Monetary systems; Paper 
money 

Monometallism, 211 
Monopoly, oh. 20 

and destruction of goods, 351, f.n., 
393, f.n. 

and large-scale production, 147 
and limitation of goods, 348, 351, 
f.n., 393, f.n. 

and unfair practices, 148, 149 
by authority, 407, 408 
class price, 396-400 
competition and, 342-344 
conditional, 406^09 
contrasted with competition, 351, 
391-395 

difficulties of maintaining, 406-409 
duopoly, 402 

economic limitations to, 406, 407 
economies of, 149 
elasticity of demand and, 400, 401 
examples of, 148, 403 
in anthracite coal, 148 
in demand for tobacco, 148 
incomplete, 401-406 
legal aspects of, 148, 149 
limits to power of, 149, 150 
monopolistic competition, 401-406 
monopoly profit, 348-352, 394, 
396-398 
oligopoly, 402 
partial, 401-406, 436, 437 
prices under, 148, 347-352, ch. 20, 
433-436 

social dangers of, 147, 148, 351, 352 
Theory of Monopoly Price, 891 
W. L. Thorp on, 402 

See also Imperfect competition 
Monopsony, 390, f.m 
Monotony of labor, and specialization, 
104-106 
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Morgan, J. P., and Company, and in- 
vestment credit, 223 , 
large-scale finance, 133 
Multiple slandard of deferred pay- 
anents, 279, 280 

Murray-Patnian Act, for combating 
unemployment, 314 

National Association, of Manufactur- 
ers, on danger of depression, 
286, f.n. ■ 

on price control, 285 
National bank notes, 199 
conditions of issue, 199 
nature of, 199 

withdrawal from circulation, 199 
National Resources Committee, on 
consumer expenditures, 6, 7 
Natural resources, see Land 
New York Central Railroad, large- 
scale transportation, 133 
No-rent land, 499, 500 
Non-competing w^age groups, 521-525 
Notes, promissory, discounting of, 221 
form of, 219, 220 

Oligopoly, 402 

Open Market Committee, 244 
open-market operations, 257, 258 
Opportunity costs, 355-361 
and distribution, 358-360 
as equalizing force, 357-360 
examples of, 355-357 
in case of labor, 355-360 
in general application, 356, 357 
Optimum firm, 140, 141, 366, 367 
Organization, business, ch. 7 
cooperative associations, 125-127 
corporation, 115-125 
individual proprietorsliip, 112, 113 
partnership, 113-115 
public ownership, 128-130 
types of, eh. 7 
0\'erhead costs, 361-363 
Overproduction, and misdirected pro- 
duction, 190-193 
impossibility of, 190, 191 

Sec aUo Misdirected produc- 
tion 

Paper money, 198-203 
convertible, 200-202 
Federal Reserve bank notes, 200 
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Federal Reserve notes, 200 
gold and silver certificates, 198, 199 
“greenbacks/* 199 
inconvertible, 202, 203 
national bank notes, 199 
Treasury notes of 1890, 195, f,n. 
United States notes, 199 
Partnership, ' 113-115 
advantages of, 113, 114 
defined, 113 
disadvantages of, 114 
division of labor in, 114 
example of successful, 114, 115 
form of, 113 
liability of, 114 
limited, 114 

Patents, and monopoly price, 408 
as claims upon economic goods, 24, 
25 

as obstacles to free enterprise, 408 
Pepsi-Cola, protected by copyright, 25 
Philadelphia Rapid Transit Company, 
Market Basket Plan, 278, 279 
Phillips, C. A,, Bank Credit, cited, 254 
on credit expansion, 254 
Phillips, C. F., Marketing, cited, 184 
Pigou, A. C., The Economics of WeT 
fare, cited, 569 
Place utility, 57, 58 
Population, and diminishing returns, 
78-80 

T. H, Malthus on, 78, 79 
Possession utility, 58, 59 
and advertising, 58, 59 
Predatory activities, as source of 
profit, 558, 559 
through corporate control, 121 
Price control, and stabilization of busi- 
ness, 302, SOS 
■ in peace time, 274-278 
post-war, 285, 286 
wartime, 283-285 

Price index numbers, see Index num- 
bers of general prices 
Price Ie\'e! changes, ch. 14 
and business profits, 551, 552 
and fixed money incomes, 275, 276 
and long-time credits, 274, 275 
and salaries, 276 
and value, 268 
and wages, 276, 277 
causes of, 268-274 
consequences of, 274-278 
control of, 281-286 
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detection and measurement of, 262- 

268 

effects of, 274-278 
equation of exehangtj, 209 --27 1 
examples of, 266-268 
remedies for, 278-280 
wartime and post-war, 283-286 

See also Ind(‘x numbers of gen- 
eral prices; I^ircluising po%v<*r 
Price levels, see Pricre hvel changes 
Prices, general, see ihica; le\'c*1 cluinges 
individual, see Individual prices 
Private property,. 39-41 

and economic progrt'ss, 40, 41 
defined, 39 
protection of, 40 
restrictirms upon, 39, 40 
Producers* gooas, see (Capital; Goods 
Prodiietiori, Alexancka* (»ray on, 56 
defined, 56, 71 
diagrammed, 62, 70 
direct and indirect, 66-68 
factors of, 61-66 
nature of, ch. 4 
proportions in, eh. 5 
roundabout, 6fi-68 
trend of, 289-295 
types of, 57-61 

use of capital in, 26-28, 66-68 
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capitalizjition of, 507, 508 
defined, 493, 508 
determination of, 498-501 
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agencies for collecting, 228, 229 
and interest, 529-531 
conversion into capital, 531 
demand for, 529 
fluid, 533, 534 
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Sickness, among Welsh quarrymen, 
165 

occupational, 164-166 
safeguards against, 166 
types of, 165 

Silver money, 197, 198, 205 
Silver Purchase Act of 1934, 214 
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